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fresh outlooks. better outcomes.”
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Everyone remains excited by our new status as a publicly-held
company, and there is a real desire among all members of our

Eastern family to continue to grow and excel at our business. ™

Bruce M. Eckert, CEQC




Letter to Shareholders

I am very proud of the performance tuned in by the insurance operating subsidiaries of
your company, Eastern Insurance Holdings. Despite deteriorating economic conditions
and more competitive market pressures as 2007 unfolded, our companies maintained
underwriting discipline and pricing integrity. The results of that strategy were $17.1 million
of net income at Eastern Alliance Insurance Group; $4.8 million of net incorne at Eastern
Life and Health; and a slight loss at Eastern Re. After corporate expenses, nat income for
the year totaled a record $18.7 million.

We ended the year with only $4.1 million of additional shareholders’ equity compared
to the prior year, because we believed it was prudent to manage our capital by initiating
payment of a quarterly shareholders’ dividend and repurchasing our common stock. The
weighted average cost per share of each of the 1,016,865 shares repurchased was $15.33.
These initiatives expended approximately $17.8 million of our capital.

Our $18.7 million of net income translated into an improved return on average
equity of 10.6 percent. For those of you who have listened to our quarterly earnings calls
in 2007, you're aware that, on a conservative basis, our net premium writings require only
$90.5 million of capital, leaving a substantial sum of unallocated capital on our balance
sheet when compared to our $177.8 million of 2007 ending equity. Throughout 2007,
we actively sought acquisition opportunities through which to deploy that capital. After
experiencing a healthy amount of competition for the companies we investigated, not
to mention the “robust” price offered by the winning bidders, we decided to expand
our workers’ compensation insurance segment organically by opening a regional office in
Charlotte, North Carolina, which occured in February 2008. That office will manage pre-

mium production from North and South Carolina, Georgia, and Virginia and we have every | k
expectation that it will develop a profitable book of workers’ compensation business. e

kREL T
We intend to remain active in the M&A marketplace during 2008, focused principally ;3:;-‘»3":* Y
on adding to our workers' compensation insurance segment and hopefully expanding R
that segment, by acquisition, beyond the geography of the Mid-Atlantic and Southeastern B
states.

Below are some 2007 highlights from our two largest insurance segments:

WORKERS’ COMPENSATION INSURANCE SEGMENT 01
Direct written premiums increased to approximately $91.5 million in 2007. The majority of
that premium was generated in our home state of Pennsylvania; however, we continue to
expand Delaware and Maryland premium writings which reached $4.7 million for the year.
We appointed a limited number of new agents in those two states as the year progressed.
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Favorable loss experience in these new jurisdictions reinforced our belief in our ability to
grow this segment organically.

The other metrics of this segment were simply outstanding: a premium renewal ratio of 88.2
percent, pure rate decreases of only 3.5 percent and a combined ratio of 65.6 percent.

GROUP BENEFITS INSURANCE SEGMENT

After restructuring both the underwriting and marketing departments, this segment
responded with $9.1 million of new premium writings ($3.6 million in 2006), improved
persistency ratio to 80.8 percent (74.4 percent in 2006), reduced GAAP expense ratio of
29.6 percent (34.1 percent in 2006} and a 94.4 percent combined ratio. At mid-year these
improvements contributed to A.M. Best upgrading the segment’s financial strength rating
to A- (Excellent).

These outstanding results from both segments were achieved only after significant amounts
of hard work by staff and management. Everyone remains excited by our new status as a
publicly-held company, and there is a real desire among all members of our Eastern family
to continue to grow and excel at our business.

Other accomplishments of the year include adding Eastern Advantage Assurance Company
to our family of casualty companies, obtaining several new state licenses and becoming
Sarbanes-Oxley compliant. Although the celebration occurred in January 2008, | should
point out that Eastern Alliance Insurance Group recognized the 10th anniversary of writing
its first workers’ compensation policy in December 1997. We had over 200 of our insur-
ance agency principals and their customers join us for a wonderful afternoon of reminisc-
ing and celebrating to commemorate this milestone. Our agents have been exceedingly
loyal and helpful throughout our history, and we look forward to many more years of our
partnership together.

Lastly, a word about one of our directors who has decided not to stand for re-election. Jim
Zech became associated with our Eastern family of companies in 2002 and has, since that
time, been an invaluable source of counsel, advice and good judgment. He is an insightful
student of our insurance marketplace and a keen observer of the trends in the larger insur-
ance world. We will miss him, and we wish him well in all his future endeavors.

T\ Y

Bruce M. Eckert
Chief Executive Officer




Corporate Profile

EasternInsurance Holdings, Inc.{EIHl}isa publicly-held company (NASDAQ:
EIHI) that, through its operating subsidiaries, is a specialty writer of niche
products for commercial markets, with workers’ compensation as the
principal focus. Each of the subsidiaries—Eastern Alliance Insurance Group,
Eastern Life and Health Insurance Company, Eastern Re Ltd., SPC and
Employers Alliance, Inc.—maintains an unwavering focus on delivering

innovative solutions to the markets each serves.
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The Eastern Family of Companies

EASTERN ALLIANCE INSURANCE GROUP (EAIG)

Founded in 1997, Pennsylvania-based EAIG is a specialty underwriter of
casualty insurance with an emphasis on managed care workers' compensa-
tion products and services for businesses and organizations. EAIG consists
of Eastern Alliance Insurance Company, Allied Eastern Indemnity Company
and Eastern Advantage Assurance Company. EAIG writes business in the
Mid-Atlantic and Southeast regions of the continental United States.

EASTERN LIFE AND HEALTH INSURANCE COMPANY (ELH)

Organized in 1910 as Educators Mutual Life Insurance Company, ELH
underwrites group dental, short- and long-term disability, and term life
insurance. ELH writes business primarily in the Mid-Atlantic, Southeast and
Midwest regions of the continental United States.

EASTERN RE LTD., SPC (EASTERN RE)

Organized in 1987 as a Cayman-domiciled program underwriter and
licensed in 1998 as a segregated portfolio company, Eastern Re under-
writes specialty liability programs through dedicated producers. Eastern
Re participates in reinsurance treaties with an unaffiliated insurance
company related to an underground storage tank insurance program and
a non-hazardous waste transportation product. In addition, Eastern Re
offers a variety of Alternative Market workers’ compensation solutions to
individual companies, groups and associations through the creation of
segregated portfolio cells.

EMPLOYERS ALLIANCE, INC.

Founded in 1983, Pennsylvania-based Employers Alliance provides fee-
based property-casualty claims administration, risk management services
and consulting services to a broad range of self-insured employers, insurers
and reinsurers.




Vision/Mission/Values

VISION

A specialty insurance marketplace where integrity, service and relationships
drive results.

MISSION
To be the premier provider of specialty insurance products and services
recognized in the industry for bringing fresh outlooks and providing better
outcomes to employees, shareholders, agents, brokers, clients and their
employees.

CORE VALUES

INTEGRITY - We strictly adhere to a level of personal conduct that
embraces professionalism, honesty and credibility. Our behavior is the
benchmark to which others aspire.

INNOVATION - We sustain a work environment that fosters energy,
creativity and a passion for excellence. Our employees are committed
to identifying progressive solutions to meet the needs of our business

partners.

LEADERSHIP - We employ individuals who inspire confidence in
those who come in contact with them. Qur leaders are measured by
their actions, not words.

RELATIONSHIPS - We work collaboratively with our business part-
ners to improve their productivity and bottom-line profitability.

fresh outlooks. better outcomes.*™

EIHI offers inventive solutions, refreshing responsiveness anc remarkable
results to its clients and their employees. To accomplish this we create sup-
portive relationships and provide our employees and clients with the tools,
resources and solutions they need to win with integrity. EiHI looks past the
typical to provide fresh outlooks enabling us to deliver better outcomes.
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From left to right: Michael L. Boguski, Bruce M. Eckert, Kevin M. Shook

Officers

BRUCE M. ECKERT, CHIEF EXECUTIVE QOFFICER
Mr. Eckert has been with the Eastern organization since the inception of Eastern Re Ltd. in 1987. He
participates as a director on the boards of several other financial services companies and serves as
Chairman of the board of The Pennsylvania Ballet and as a regent for the Mercersburg Academy.
Mr. Eckert received his B.A. from Yale University and a J.D. from the Dickinson School of Law.

MICHAEL L. BOGUSKI, CPCU, PRESIDENT & CHIEF OPERATING OFFICER

Mr. Boguski has been with the Eastern organization since the inception of the workers’ compen-
sation insurance operation in 1997. Mr. Boguski was named to the board of the Eastern Insurance
Holdings' operating subsidiaries in August of 2006. He is responsible for company operations
and continues to serve as the Chief Underwriting Officer. Mr. Boguski has 21 years of industry
experience, including serving as Underwriting Manager at Aetna Property & Casualty Company and
as Alternative Markets Underwriting Manager at the PMA Group. He graduated from Bloomsburg
University with a B.S. in Business Management and earned his CPCU designation in 1995.

KEVIN M. SHOOK, CPA, TREASURER & CHIEF FINANCIAL OFFICER

Mr. Shook has 16 years of insurance industry experience, including 10 years with Pricewater-
houseCoopers, LLP (PwC) in Philadelphia, and is responsible for all financial aspects of Eastern
Insurance Heldings and its subsidiaries. During his tenure with PwC, Mr. Shook worked with
insurance and reinsurance companies in the eastern United States and Bermuda and specialized in
assisting clients with initial public offerings, mergers and acquisitions and internal contral reviews.
Mr. Shook is a graduate of Fairfield University with a B.S. in Accounting and is a Certified Public
Accountant. He joined the Eastern family of companies in 2001. '
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PART 1

Item 1—Business
Qur History and Overview

Eastern Insurance Holdings, Inc. (“EIHI"} is an insurance holding company offering workers’ compensation and group
benefits insurance and reinsurance products through its direct and indirect wholly-owned subsidiaries, Eastern Holding
Company, Ltd. (“EHC”), Eastern Alliance Insurance Company (“Eastern Alliance™), Allied Eastern Indemnity Company
(“Allied Eastern”), Eastern Advantage Assurance Company (“Eastern Advantage™), Eastern Re, Ltd., S.P.C. (“Eastern Re™),
Eastern Life and Health Insurance Comparny (“ELH™}, Employers Alliance, Inc. (“Employers Alliance”), Global Alliance
Holdings, Ltd. (“Global Alliance™), Global Alliance Statutory Trust I (“Trust I™), and Eastern Services Corporation (“Eastern
Services”), collectively referred to as the “Company”, “we” and/or “our”.

The following provides a brief description of EIHI's direct and indirect wholly-owned subsidiaries:
¢« EHC is a holding company domiciled in the Commonwealth of Pennsylvania;

*  Eastern Alliance, Allied Eastern and Eastern Advantage are stock property/casualty insurance companies domiciled
in the Commonwealth of Pennsylvania and do business as Eastern Alliance Insurance Group (“EAIG™). The three
insurance companies provide EAIG with increased underwriting flexibility through the use of a tiered rating
structure. Eastern Advantage was formed in 2007 and had no operations for the year ended December 31, 2007;

*  Eastern Re is a segregated portfolio cell company domiciled in the Cayman Islands;
» ELHis a stock life and accident and health insurance company domiciled in the Commonwealth of Pennsylvania;

«  Employers Alliance is a Pennsylvania corporation offering claims administration and risk management services to
self-insured property/casualty customers;

+  Global Alliance is a holding company in the Commonwealth of Pennsylvania. Trust I is a business trust subsidiary
formed by Global Alliance solely for the purpose of issuing $8.0 million of fixed/floating rate trust preferred
securities; and

+  Eastern Services is a Pennsylvania corporation that provides management services to EAIG, ELH, and Employers
Alliance.

The Company operates in five business segments: workers” compensation insurance, segregated portfolio cell
reinsurance, group benefits insurance, specialty reinsurance, and corporate/other.

Overview of Business Segments
The following discussion provides information on each of our business segments:

Warkers' Compensation Insurance. The Company offers traditional workers’ compensation insurance coverage to
employers, generally with 300 employees or less, primarily in Pennsylvania, Maryland and Delaware. The Company’s
workers’ compensation products include guaranteed cost policies, policyholder dividend policies, retiospectively-rated
policies and large deductible policies.

Workers' compensation insurance coverage is also underwritten through the Company’s alternative markets business
unit and ceded 100% to the segregated portfolio cell reinsurance segment. The Company receives a fronting fee generally
based upon a percentage of direct premiums written, a segregated portfolio cell rental fee, which is also based on a
percentage of direct premiums written, and fees for claims administration and risk management services. As of December 31,
2007, the segregated portfolio cells and dividend participants have provided $44.8 million of irrevocable, unconditional
letters of credit to secure unfunded liabilities and collateralize reserves for unpaid losses and loss adjustment expenses
{(“LLAE”} and unearned premiums.

Group Benefits Insurance. The Company offers group benefits insurance products to employer groups, generally with
300 employees or less, primarily in the Mid-Atlantic, Southeast and Midwest regions of the continental United States. The
Company’s group benefits insurance products consist of dental, short-term and long-term disability, and term life.
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Specialty Reinsurance. The Company assumes business through its participation in reinsurance treaties with an
untaffiliated insurance company related to an underground storage tank insurance program, referred to as “EnviroGuard,” and
a non-hazardous waste transportation product, referred to as “EIA Liability” (“EIA”). The EnviroGuard program provides
coverage to underground storage tank owners for third party off-site bodily injury and property damage claims as well as
clean-up coverage and first party on-site claims. The EIA program provides commercial automobile liability coverage for
non-hazardous waste haulers. Effective January 1, 2008, the Company reduced its participation in the EnviroGuard and EIA
programs from a 25% quota share participation to a 15% quota share participation.

Products
Workers® Compensation Insurance

The Company offers a complete line of workers’ compensation products including guaranteed cost policies,
policyholder dividend policies, retrospectively-rated policies, large deductible policies, and alternative market products.
Direct premiums written in the workers’ compensation insurance segment totaled $91.5 million for the year ended
December 31, 2007.

*  Guaranteed cost policies. Guaranteed cost policies charge a fixed premium, which does not increase or decrease
based upon loss experience during the policy period. For the year ended December 31, 2007, 56.7% of direct
premiumns written in the workers’ compensation insurance segment was derived from guaranteed cost policies.

*  Policyholder dividend policies. Policyholder dividend policies charge a fixed premium, but the customer may
receive a dividend in the event of favorable loss experience during the policy period. Policyholder dividend plans
are generally restricted to accounts with minimum annual premiums in excess of $20,000. For the year ended
December 31, 2007, 9.1% of direct premiums written in the workers’ compensation insurance segment was derived
from policyholder dividend policies.

*  Retrospectively-rated policies. Reuwrospectively-rated policies charge an initial premium that is subject 1o
adjustment after the policy period expires, based upon the insured’s actual loss experience incurred during the
policy period, subject to a minimum and maximum premium. These policies are typically subject to annual
adjustment unti! all claims related to the policy year are closed. Retrospectively-rated policies are generally offered
to employers with minimum annual premiums in excess of $150,000. For the year ended December 31, 2007, 3.9%
of direct premiums written in the workers’ compensation insurance segment was derived from retrospectively-rated
policies. ‘

»  Large deductible policies. Large deductible policies generally result in a lower premium; however, the insured
retains a greater share of the underwriting risk than under guaranteed cost or dividend paying policies, which
reduces the risk and further encourages loss control by the insured. The customer is contractualiy obligated to pay
its own losses up to the amount of the deductible for each occurrence. The deductibles under these policies
generally range from $250,000 to $300,000. Large deductible policies are generally offered to employers with
annual premiums of $500,000 or higher. For the year ended December 31, 2007, 1.1% of direct premiums written
in the workers’ compensation insurance segment was derived from large deductible policies.

«  Alternative market products. Alternative market products are offered to individual customers and trade
associations. As described above in “Overview of Business Segments—Segregated Portfolio Cell Reinsurance,” a
policy is issued to an insured and 100% of the premium written, less a ceding commission, is ceded to a segregated
portfolio cell. For the year ended December 31, 2007, 29.2% of direct premiums written in the workers’
compensation insurance segment was derived from alternative market products.

Segregated Portfolio Cell Reinsurance

Segregated portfolio cells, or segregated cells or rent-a-captives, are all referred to as alternative market programs or
products. The Company provides a variety of products to this marketplace, including program design; fronting, claims
administration, risk management, segregated portfolio cell rental, invesiment and segregated portfolio management services.
Direct premiums written in the segregated portfotio cell reinsurance segment totaled $26.1 million for the year ended
December 31, 2007. The segregated portfolio cell reinsurance segment generated fee revenue to the Company’s workers’
compensation insurance, specialty reinsurance, and corporate/other segments totaling $3.9 million for the year ended
December 31, 2007.




Group Benefits Insurance

The Company’s group benefits insurance products include dental insurance, short-term disability insurance, long-term
disability insurance, and term life insurance.

»  Dental Insurance. Dental plans include fee for service and managed care plans, Multiple variations of these
products are available which offer different degrees of coverage, affordability and flexibility. Managed care plans
utilize the networks of two unaffiliated dental Preferred Provider Organizations. Direct premiums written in the
dental line totaled $21.8 million for the year ended December 31, 2007.

«  Short-Term Disability Insurance. Short-term disability plans pay flat weekly benefit amounts or a percentage of an
individual claimant’s weekly earnings in the event of disability. Direct premiums written in the short-term
disability line totaled $6.6 million for the year ended December 31, 2007,

»  Long-Term Disability Insurance, Long-term disability plans provide preset amounts or a preset percentage of an
individual claimant’s monthly earnings in the event of disability. Direct premiums written in the long-term
disability line totaled $4.1 million for the year ended December 31, 2007.

s Term Life Insurance. Term life pians pay flat amounts or a multiple of an individual’s sulary. Direct premiums
written in the term life line totaled $6,0 million for the year ended December 31, 2007.

Specialty Reinsurance

The Company participates as a reinsurer in treaties with a large primary insurer for the EnviroGuard program and the
EIA program. The Company’s specialty reinsurance products are primarily marketed and distributed by Americana Program
Underwriters, Inc. (“AmPro”). Lawrence Bitner, a Director of the Company, is an employee of ArmPro and manages a
significant portion of its program business. See Item 1 A—Risk Factors, “All of the specialty reinsurance business is
controlled by one of our directors and is placed with one primary insurer and the loss of this businzss would have an adverse
impact on consolidated revenue.” Assumed premiums written in the specialty reinsurance segment totaled $14.1 million for
the year ended December 31, 2007.

Marketing and Distribution
Workers’ Compensation Insurance

The Company distributes its workers’ compensation products and services primarily in Pennsylvania, Maryland and
Delaware through a network of carefully chosen independent insurance producers. The following table provides direct
premiums written before purchase accounting adjustments, by state, for the year ended December 31, 2007 (dollars in
thousands):

Direct Premiums

State Written Percentage
Pennsylvania .......... ... ... . ... ... .. $87.894 94 8%
Delaware .. e e e e 2,744 3.0%
Maryland ... ... e 1,964 2.1%
Other..... & e e e e e e i 6§ 0.1%

Total .. e e $92,663 100.0%

The Company has its greatest representation and largest workers’ compensation premium volume in central
Pennsylvania.

During 2007, Eastern Alliance received its license to write workers' compensation insurance in North Carolina. As a
result of obtaining its license, the Company opened a regional office in Charlotte, North Carolina.

Producers are compensated through a fixed base commission plan with an opportunity for profit sharing depending on
the producer’s premium volume and loss experience.

The Company proactively manages its valued relationships with producers through a detailed producer management
process. The process is driven by regular interaction and strong relationships between senior management of the Company
and the principals of each producer. The primary components of the producer management process are:

*  The Company carefully selects producers through a process that assesses financial results, market potential,
business philosophy and reputation of the producer and its staff. Senior management of the Company approves all
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producer appointments following extensive meetings with the producer’s principals. Following the agreement to
appoint, the Company’s Senior Vice President of Marketing and other key personnel conduct a format orientation
process focusing on the Company’s workers’ compensation products and services, dedicated service team and the
joint business objectives of the Company and the producer.

*  The Company’s senior management team conducts annual business planning meetings with the producer’s
principals to mutually agree upon the producer’s financial goals for the following year. Senior management and the
underwriting staff conduct regular visits to monitor results and build relationships.

*  The Company has established an Agency Advisory Council to promote an active dialogue between the Company
and its producer group. The Agency Advisory Council is comprised of six experienced insurance agency
professionals. The Council meets twice a year to discuss such topics as market conditions, customer service,
products, competition and areas of opportunity. In addition to the Agency Advisory Council, the Company has
established a Select Business Focus Group with its producers. This group meets once a year to concentrate on
issues that impact small workers’ compensation clients (under $20,000 in annual premium).

*  Producer management reports are distributed on a monthly basis, providing the producer with the data necessary to
manage its relationship with the Company.

The Company attempts to optimize the franchise value of an appointment for its approximate 55 workers’ compensation
producers by limiting the number of appointments in identified marketing territories. As a result of this producer
management strategy, the average direct premiums written per agency contract was $1.7 million for the year ended
December 31, 2007.

The Company’s ten largest producers in its workers’ compensation insurance segment accounted for 55.9% of its direct
premiums written for the year ended December 31, 2007. The Company’s largest producer in its workers’ compensation
insurance segment accounted for 21.2% of its direct premiums written for the year ended December 31, 2007. No other
producer accounted for more than 10% of the Company’s direct premiums written in its workers’ compensation insurance
segment for the year ended December 31, 2007.

Segregated Portfolio Cell Reinsurance

The distribution of policies that may be submitted for consideration for reinsurance is substantially the same as that of
the workers’ compensation insurance segment. The Company’s independent producers market the products to potential
customer groups within the Company’s geographic target markets.

Group Benefits Insurance

The Company markets its group benefits insurance products through direct relationships with independent producers
and general agencies, primarily in the Mid-Atlantic, Southeast, and Midwest regions of the continental United States.

The Company has an agreement with IBSi Holdings, Inc. (“IBSi”), a general agent, under which IBSi markets the
Company's group benefits insurance products io independent producers. 1BSi’s primary marketing territory is North
Carolina, South Carolina, and Virginia, These states accounted for approximately 42.8% of the Company’s direct premiums
written for the year ended December 31, 2007.

The following table provides direct premiums written, by state, for the year ended December 31, 2007 (dollars in
thousands):

Direct
Premiums

State Written Percentage
Pennsylvania . ... ... ... ... e $14,615 37.9%
North Carolina ... ... ... i i e e e e 12,180 31.6%
Maryland . ... . e e e 3,087 3.0%
South Carolinga . ... ... i e e e e e 2,265 5.9%
VITZINIA . oot e 2,028 5.3%
L 1117 O AP 4,344 11.3%

Total . o e $38,519 100.0%




The Company provides sales, technical and educational training to its producers. Through its website, the Company
provides its producers with online access to enrollment forms, product information, and online rate information for smaller
groups (less than 10 people). These marketing efforts are further supported by the group benefits insurance segment’s claims
and administrative philosophy, which emphasizes prompt and efficient service.

The Company provides its group benefits insurance producers with competitive compensation packages consisting of
multiple commission levels, varying by product line and leve! of premium produced. As cost savings to the Company result
when multiple product types are sold to a single group, incentive bonuses are offered to producers that reward such sales.

Specialty Reinsurance

The Company does not engage in any marketing or distribution with respect to the specialty reinsurance segment. All
marketing efforts are undertaken by AmPro, which develops programs for presentation to large primary insurers.
Management and the Company’s Board of Directors consider analyses of historical loss information, market potential, and
rate adequacy in determining whether to participate in each program.

Underwriting, Risk Management and Pricing
Workers’ Compensation Insurance

The Company’s workers’ compensation insurance segment is committed to an individual account underwriting strategy
that is focused on selecting quality accounts. The goal of the workers’ compensation underwriting professionals is to select a
diverse book of business with respect to risk classification, hazard level and geographic location. The Company expects to
remain a rural underwriter focusing on territories, accounts and producers that generate acceptable underwriting margins.

The workers’ compensation underwriting strategy is focused on accounts with strong return to work and safety
programs and low to middle hazard levels such as clerical office, light manufacturing, auto dealers and service industries.

For the year ended December 31, 2007, the average annual workers’ compensation traditional premium per policy was
$18,946.

Within the workers’ compensation underwriting operation, the Company operates a risk management unit, which
delivers loss consulting services to the Company’s staff, producers and customers. The objective of the risk management
operation is to protect the Company from catastrophic loss, reduce claims frequency and provide value added consulting
services to insureds. The Company has expanded consulting services to include health and wellness, which supports injury
prevention and mitigates claim expense. These services are provided at no additional cost to the insured and are services that
differentiate the Company’s workers” compensation products from its competitors. The risk management unit also provides
risk pre-screening in support of the underwriting selection process.

Segregated Portfolio Cell Reinsurance

Underwriting and risk management services for the segregated portfolio cell reinsurance segment are substantially the
same as the workers’ compensation insurance segment, although a separate alternative markets unit has been formed for the
delivery of services on a group program basis. The independent producers’ knowledge of the Company’s workers’
compensation product offerings is an important component in the offering of different product proposals to customers,
including the alternative market option. After successful completion of the underwriting process, if the risk is deemed to be
an appropriate candidate for the alternative market, the risk is submitted for consideration of intercompany reinsurance. In
general, a pool of risks such as a trade group, or for similarly situated customers of an agency, are most appropriate for
submission to the alternative markets unit. If a pool of risks is accepted, reinsurance agreements and dividend participant
agreements are executed, external reinsurance is bound and a segregated portfolio cell is established and presented to the
Cayman Islands Monetary Authority for approval.

Group Benefits Insurance

The group benefits insurance underwriting department is responsible for managing the Company’s group benefits
insurance book of business within established policies and procedures. The Company primarily underwrites small to medium
size employer groups generally with 300 or less employees that fall within a low to moderate risk classification.
Additionally, adequate levels of employee participation are required in order to underwrite a group.
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Pricing levels for the group benefits insurance products are developed based on the Company’s historical experience, as
well as industry experience, and are periodically assessed for adequacy. Dental rates are evaluated on a quarterly basis,
whereas short-term disability and term life rates are generally evaiuated on an annual basis. Pricing for the long-term
disability product is developed by the Company’s long-term disability reinsurer.

Account pricing is determined by the individual underwriter based on the level of risk, taking into consideration a
group’s demographics and selected plan design.

Specialty Reinsurance

The Company does not underwrite individual risks in the specialty reinsurance segment, rather, it examines specific
program analytics and determines whether to enter into the reinsurance agreement with the primary insurer, The Company
conducts an annual underwriting audit of the primary insurer’s underwriting function.

Claims
Workers’ Compensation Insurance

Workers’ compensation claims management focuses on early intervention and aggressive disability management,
utilizing the professional services of medical case managers to supplement the expertise of in-house claims professionals
when appropriate.

The Company believes in thorough education of its clients and their employees regarding the workers’ compensation
law and workplace safety. The Company utilizes frequent communication with all parties as a means to maintain control of
claims and minimize the influence of factors that increase costs such as attorney involvement and “doctor shopping.” The
Company provides assistance and suppert to its clients in the implemeniation of physician panels and return to work
programs.

The Company utilizes strategic vendor relationships rather than in-house personnel for services such as legal
representation, private investigation, vocational rehabilitation and medical case management.

Medical cost management initiatives have been implemented with strategic vendors to reduce claim costs. Medical cost
management services include preferred provider networks, physical therapy networks, a prescription drug program, and
subrogation recovery.

The Company attempts to aggressively achieve final resolution of, and close, claims from prior accident years. The table
below shows the number of prior years workers’ compensation claims received and closed and open claims, by accident year,
as of December 31, 2007.

Traditional Business
(Exclusive of Alternative Markets)

Open Claims (1)
éiid'e_m'\_’e_m; Total Claims Open Closed % Closed
T . e 65 0 65 100.0%
1000 e 205 1 204 99.5%
2000 . . e e 381 0 381 100.0%
2000 .. e e 594 0 594 100.0%
2002 . e e e e 686 5 681 99.3%
2003 . 689 8 681 98 8%
2004 . e e e e 831 21 810 97.5%
2005 . e e 740 46 694 93 8%
2006 . . . e 922 133 789 85.6%
2007 . e e e 360 15_6 504 58.6%
90.5%

5973 570 5403

(1) Excludes claims for medical only expenses because such claims are opened and closed in a short period of time.
Excludes reinsured claims.




The table below shows the number of open lost time claims for accident years 2006 and prior as of December 31, 2007
and 2006:

Traditional Business
(Exclusive of Alternative Markets)

Open Claims (1)
2006 and Prior
12-31-07 12.31-06 Claims Closed % of 2006 Open Claims

M Open Open During 2007 Closed During 2007
1990 1 | 0 0.0%
2001 ... e 0 | 1 100.0%
2002 e e 5 8 3 37.5%
2003 e e g 18 10 55.6%
2004 e 21 51 30 58.8%
2005 L e 46 88 42 47.7%
2006 ... 133 328 195 59.5%

24 s 56.8%

(1) Excludes claims for medical only expenses because such claims are opened and closed in a short period of time.
Excludes reinsured claims.

Segregated Portfolio Cell Reinsurance

The claims administration and risk management strategy for the alternative market programs is consistent with the
workers’ compensation insurance segment.

Group Benefits Insurance

The group benefits insurance claims staff is responsible for investigating, processing and paying claims. Authority
levels have been established for all individuals involved in the settlement of claims.

s Dental Claims. The Company’s dental claims department is comprised of experienced personnel who function
within designated areas of expertise. The Company utilizes an independent dental peer 1eview firm for claims
outside of its employees’ areas of clinical expertise and to assist with benefit determination appeals. The
Company’s dental claim examiners are able to review claimant x-rays and provider treaument notes online,
reducing the time and expense associated with manual claims processing. In addition, the Company’s
administrative software provides automated batch processing for basic claims, which allows examiners to devote
greater attention to complex claims. Quality technicians are utilized to assess the accuracy of benefit
determinations, with all examiners and analysts randomly audited on claims that exceed a set dollar amount. On
average, dental claims are processed within two weeks of receipt by the Company.

s Short-Term Disability Claims. Short-term disability ctaims are reviewed within 3 1o 5 business days of their
receipt. Lump sum benefit payments are offered for maternity claims. The short term disability claims review
process may be supplemented by outside physicians who conduct independent medical examinations and provide
peer review services to determine if claims are medically accurate. Following such a medical examination, the
Company’s short-term disability claim examiners make the ultimate decision as to whether or not a claimant is
disabled by measuring the results of the medical examination against the appropriate provisions in the disability
insurance policy.

«  Long-Term Disability Claims. Since July 1, 2005, the Company has outsourced long term disability claims
processing to Disability Reinsurance Management Services, Inc. (Disability RMS), which management believes
has greater expertise and resources to administer such claims.

s Term Life and Accidental Death & Dismemberment (“AD&D ") Claims. The manager of the life & disability claim
department is responsible for the timely and accurate payment of term life and AD&D claims. Whenever death
proceeds from an individual claimant’s policy exceed reinsurance limits, the Company’s life reinsurer participates
in the benefit determination,




Specialty Reinsurance

Claims management in the specialty reinsurance segment is performed by the primary insurer. When the primary insurer
sustains a loss, the Company receives an invoice for its pro rata share of the loss. The Company’s claims administration is
limited to verification that the claim is a covered claim under the reinsurance contract between the Company and the primary
insurer. The Company engages a third party to conduct an annual audit of the primary insurer’s claim administration function.

Reinsurance

The Company’s insurance subsidiaries reinsure a portion of their loss exposure and pay to the reinsurers a portion of the

premiums received on all policies reinsured. Insurance policies written by the Company’s insurance subsidiaries are

reinsured with other insurance companies principally to:
+  reduce net liability on individual risks;
= mitigate the effect of individual Joss occurrences (including catastrophic losses);
+  stabilize underwriting results; and

*  decrease leverage and, accordingly, increase underwriting capacity.

Reinsurance does not legally discharge the Company from primary liability for the full amount due under the reinsured
policies. However, the assuming reinsurer is obligated to reimburse the Company to the extent of the coverage ceded. As of
December 31, 2007, the Company’s reinsurance recoverables, by segment, were as follows (in thousands):

Segment

Workers’ compensation INSUKANCE ... ... ..ttt e
Segregated portfolio cell reinsurance ............ ... . i i
Group benefits INSUIANCE . . . .. ... . et i e
Specialty reInSURANCE . . . ... e

Amount

§ 4,616

2,587

16,100

$26,303

The Company determines the amount and scope of reinsurance coverage to purchase each year based on a number of

factors. including the evaluation of the risks accepted, consultations with reinsurance representatives and a review of market

conditions, including the availability and pricing of reinsurance.

The Company monitors the solvency of its reinsurers on an annual basis, at a minimum, through review of their

financial statements and, if available, their A.M. Best financial strength ratings. The Company has not experienced difficulty

collecting amounts due from reinsurers; however, the insolvency or inability of any reinsurer to meet its obligations could

have a material adverse effect on the Company’s financial condition and results of operations.

Workers’ Compensation Insurance

The Company’s workers’ compensation traditional business is reinsured under an excess of loss arrangement with
Lloyd’s of London and Aspen Insurance UK, Ltd., under which the Company retains the first $500,000 on each loss
occurrence. Loss occurrences in excess of $500,000 are covered up to a maximum of $39.5 million per claim.

The following table sets forth the amounts recoverable from reinsurers for the workers’ compensation insurance

segment as of December 31, 2007 (dollars in thousands):

Percentage of

Percentage of

Reinsurance AM. Best Shareholders’ Reinsurance

Name Recoverable Rating Equity Recoverable
Lloyd’sof London........... ... ... $3,156 A 1.8% 12.0%
Aspen lnsurance UK, Ltd. ... . ... ... ... .... 1,014 A 0.6% 3.8%
AleaLondon, Ltd. ...... ... .. ... .. .. ... ..... 202 NR-4 (1} 0.1% 0.8%
AleaBermuda, Ltd, .......... ... ... ... .. ... L 147 NR-4 (1) 0.1% 0.6%
St. Paul Reinsurance Company Ltd. ................ 82 NR-3 (2) 0.0% 0.3%
Fairfield Insurance Company . ..................... 15 A+ 0.0% 0.1%
$4.616 2_.@% i.ﬁ-%




(1) Rating assigned to companies that were assigned a rating by A.M. Best but requested that their ratings not be published
because the companies disagree with A.M. Best’s rating conclusion.
(2) Rating assigned to companies that are not rated by A M. Best.

Segregated Portfolio Cell Reinsurance

Intercompany Reinsurance Structure. Intercompany reinsurance agreements are the mechanisms by which premiums
paid by alternative markets customers are ceded to the segregated portfolio cells. Each segregated portfolio cell has the
following reinsurance agreements:

¢ 100% Quota Share Reinsurance Agreements—Under this reinsurance agreement. all premiums received from the
specific customer are ceded to the respective segregated portfolio cell, net of a ceding commission. As with any
reinsurance arrangement, the ultimate liability for the payment of claims resides with the primary insurance
company. The ceding commission paid by the segregated portfolio cell consists of charges customary to such
arrangements including fronting fees, external reinsurance, producer’s commissions, premium taxes and
assessments, claims administration and risk management services and segregated portfolio cell rental fees. In
addition, the ceding commission includes the risk assumed under the aggregate excess reinsurance agreement
described directly below.

»  Aggregate Excess Reinsurance Agreements—An aggregale excess reinsurance agreement exists for each respective
segregated portfolio cell whereby the Company assumes 100% of aggregate losses over an aggregate attachment
point {expressed as a percentage of direct premiums written), with a maximum loss limit of $100,000. The
attachment points for the aggregate excess reinsurance agreements average 89.0% of direct premiums written. For
example, in the case of a segregated portfolio cell with $1.0 million in assumed premiom and an 89.0% attachment
point, the segregated portfolio cell pays the first $890,000 in net losses and LAE, the Company pays the next
$100,000 in net losses and LAE and the external aggregate reinsurer (as described below) pays net losses and LAE
beyond the initial $990,000 covered by the segregated portfolio cell and the Company.

External Reinsurance. Each segregated portfolio ceil purchases external reinsurance coverage directly from Lioyd's of
London. The segregated portfolio cell purchases per occurrence coverage to cover severity of clairs and aggregate
reinsurance coverage to cover frequency of claims on its segregated portfolio cell business.

Per Occurrence Reinsurance Agreements. Per occurrence reinsurance agreements cover each segregated portfolio cell
for a catastrophic claim resulting from one event with respect to its segregated portfolio cell business. The specific retentions
for per occurrence coverage for segregated portfolio cells range from $250,000 to $330,000, with limits ranging from $39.75
million to $39.65 million. For example, in the case of a segregated portfolio cell with a $300,000 retention that has a
$3.0 million claim relating to the injury and/or death of a covered employee, the segregated portfolio cell woutd cover the
first $300,000 of the claim with the third party reinsurer paying the remaining $2.7 million in claims.

Aggregate Reinsurance Coverage. Aggregate reinsurance agreements cover the segregated portfolio cells for losses and
LAE beyond the $100,000 aggregate coverage provided by the Company. The need for this coverage would arise in the event
of a series of losses as opposed to a single, catastrophic event. Aggregate reinsurance coverage purchased through Lloyd's
has vltimate loss limits of $1.0 million or $2.0 million. depending on the underlying risks, This external reinsurance
combined with the aggregate coverage provided by the Company provides aggregate loss limits for each segregated portfolio
cell ranging from $1.1 million to $2.1 million.

In addition to the reinsurance coverage on the segregated portfolio cell business, the dividend participants of each
segregated portfolio cell provide a letter of credit that is equal to the difference between the loss fund {(amount of funds
available to pay losses after deduction of ceding commission) and the aggregate attachment point of the reinsurance. This is
sometimes called the GAP, or unfunded liability. As an example, if a program has $1.0 million of assumed premiums, a 40%
ceding commission and a 90% aggregate attachment point, the letter of credit amount is $300,000 calculated as follows:

Aggregate attachment point ($1,000,000 x .90) ... ... e $900,000
Loss fund (31,000,000 — ($1,000,000 X 40) ... ..ot e e e $600,000
GA PP L e e e e $300,000

The difference between the premium and the ceding commission is deposited in each respective segregated portfolio
cell’s Cayman Island bank account to create the loss fund.




The following table sets forth the amounts recoverable from reinsurers for the segregated portfolio cell reinsurance
segment as of December 31, 2007 (dollars in thousands):

Percentage of  Percentage of
Reinsurance A.M. Best  Shareholders”  Reinsurance

Name Recoverable Rating Equity Recoverable
Lloyd’'sof London ... ... ..o i e $1,462 A 0.8% 5.6%
Aspenlnsurance UK, Lid. . ...... . ... ... ... ... ... 860 A 0.5% 3.2%
AleaLondon, Ltd. ... ... .. . i e 258 NR-4(1) 0.2% 1.0%
St. Paul Reinsurance Company Ltd. .. ........ ... ... .. ........ 7 NR-3(2) @% @%

$2,587 1.5% 9.8%

(1) Rating assigned to companies that were assigned a rating by A.M. Best but requested that their ratings not be published
because the companies disagree with A.M. Best’s rating conclusion.

{2) Rating assigned to companies that are not rated by A.M. Best.

Ciroup Benefits Insurance

The Company reinsures a portion of its long-term disability and term life business. There is currently no reinsurance
coverage on the dental and short-term disability business.

The long-term disability business is reinsured under a quota-share arrangement with Union Security Insurance
Company. Under the current quota-share arrangement, the Company retains 20% of the first $6,000 in monthly disability
benefits on all new and renewal business sold on or after July 1, 2005. Monthly benefits in excess of $6,000 are 100%
reinsured. :

Effective August 1, 2007, the term life business is reinsured under an excess of loss arrangement with Reliastar Life
Insurance Company. Prior to August 1, 2007, the term life business was reinsured by Swiss Re Life and Health America, Inc.
The Company continues to retain the first $100,000 of each covered death claim and the first $50,000 of each covered
accidental death or dismemberment claim.

The Company has a block of active disability claims that it has completely ceded to The Hartford Life and Accident
Insurance Company. These claims arose out of long term disability pelicies that ELH formerly offered to selected
professional associations. The largest of these policies terminated in April 1997 and all but two of the remaining active
claims pursuant to such policies were acquired by The Hartford in 1999. The Hartford manages and pays all such claims
without any involvemeni from the Company and provides any financial information required for the Company’s financial
reporting purposes.

The following table sets forth the amounts recoverables from reinsurers for the group benefits insurance segment as of
December 31, 2007 (dollars in thousands):

Percentage of  Percentage of
Reinsurance A.M Best Sharcholders’  Reinsurance

Carrier Recoverable Rating Equity Recoverable
Hartford Life and Accident Insurance Company . ...................... $10,163 A+ 5.7% 38.6%
Union Security Insurance Company ........ ...t iinnn.n 7,005 A 4.0% 26.7%
Transamerica Financial Life Insurance Company ....... ... ........... 1,111 A+ 0.6% 4.2%
Swiss Re Life and Health America, Inc. ....... ... ... .. ... ... ..... 573 A+(1) 0.3% 2.2%
Reliastar Life Insurance Company .. ... ... ... ... ... .. . .. coaaon 170 A+ 0.1% 0.6%
United Teacher Associates Insurance Company ....................... 57 A- 0.0% 0.2%
Combined Insurance Company of America .......................... 21 A 0.0% 0.1%
$19,100 10.7% 72.6%

(1) Swiss Re Life and Health America, Inc. has been put on a negative outlook by A_M. Best,

Specialty Reinsurance

The Company acts as a reinsurer in the specialty reinsurance segment. None of the risks assumed in this segment are
further reinsured.
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Loss and LAE Reserves

The Company estimates its reserves for unpaid losses and LAE as of the balance sheet date. The adequacy of the
Company's reserves is inherently uncertain and represents a significant risk to the business. The Company attempits to
mitigate the uncertainty inherent in its reserves by continually reviewing loss cost trends, attempting to set premium rates
that are adequate to cover anticipated future costs, and by professionally managing its claims administration function.
Additionally, the Company attempts to minimize the estimation risk inherent in its reserves by employing actuarial
techniques on a quarterly basis. Significant judgment is required in actuarial estimation to ascertain the relevance of
historical payment and claim settlement patterns under current facts and circumstances. No assurance can be given as to
whether the ultimate liability for unpaid losses and LAE will be more or less than the Company’s current estimates. While
management believes that the assumptions underlying the amounts recorded for the reserves for unpaid losses and LAE as of
December 31, 2007 are reasonable, the ultimate net liability may differ materially from the amount provided.

The following table provides a summary of the activity in the Company’s reserves for unpaid losses and LAE, excluding
term life premium waiver reserves. The 2006 activity related to the workers’ compensation insurance, segregated portfolio cell
reinsurance and specialty reinsurance segments is for the period from June 17, 2006 to December 31, 2006 (in thousands).

007 2006 2005
Balance, beginning of period .. ..., .. o $121,396 $ 38,729 $38,559
Reinsurance recoverables on unpaid lossesand LAE .. ........ ... .. ... ..o il 24,236 23911 23,415
Net balance, beginning of period . . ... ... .. . L e 97,160 14,818 15,144
Net reserves acquired as a result of EHC acquisition ............ ... oo it — 73,554 —
Purchase accounting adjustments on acquisitiondate ... ... ... .. e — 2,432 —
Incurred related to:
LTy T T 30,946 54,104 26,962
PrIOr YEar .« . e e e (6,189) (5,296) (269)
Total incurred before purchase accounting adjustments .. ................... ... 74,757 48,808 26,693
Purchase accounting adjustments .. ... . ... ..ttt i (848) (538) —
Total INCUITEd . . ..ot et i et it et i e it e 73,909 48,270 26,693
Paid related to:
CUTTENL YA . . o oL ottt et e e e e e e e e e 37,019 28,609 22,724
gy T = 32,230 13,305 4,295
Total paid . . ..o e e (9,249 41,914 27,019
Net balance,end of period . . .. ... .. e i 101,820 97,160 14,818
Reinsurance recoverables on unpaid tossesand LAE .. .. ... .. ... . i 23,429 24,236 23911
Balance,endof period . .. ... ... e $125249 $121,396 $33,729
Total reserves forunpaid fossesand LAE © ... . o i $129.788 $126467 $44,136
Less: Term life premium waiver reServes . .. .. ...ttt e i e e et 4,481 4,815 5,333
Less: Other . o L e e s 58 256 74
Balance, end of period . . . ... ... i e et $125,249 $121,396 $38,729

Incurred losses by segment were as follows for the year ended December 31, 2007 (in thousands):

Workers’ Segregated Group
Compensation  Portfolio Cell Benefits Specialty
Insurance Reinsurance  Insurance  Reinsurance
Segment Segment Segment Segment Total
Incurred related to:
Current year, gross of discount .. ................. $34,962 $14,800 $24.536 $ 8,163  $82.46l
Current period discount . ........................ (979) (536) -— _ (1,515)
Prior year, grossof discount . .................... (8,398) (3,023} 961) 4,844 (7.538)
Accretion of prior period discount . ............... 187 562 — — 1,349
Total incurred before purchase accounting
adjustments . ........ ... . . i 26,372 11,803 23,575 13,007 74,757
Purchase accounting adjustments . ................ (758) (132) -— 42 (848)
Totalincurred . ......... . ieiiii $25,614 $11,671 $23,575  $13,049  $73,909

Workers' Compensation Insurance. The Company’s results of operations include a decrease in estimated incurred losses
and E.AE on its workers’ compensation line of business primarily related to accident years 2006, 2003, and 2004 of $8,398




for the year ended December 31, 2007. The favorable development on prior accident years relates primarily to significant
claim settlements during 2007 for amounts at. or less than, previously established case and incurred but not reported
{(“IBNR") reserves.

Segregated Portfolio Cell Reinsurance. The Company’s results of operations in its segregated portfolio cell reinsurance
segment included a decrease in estimated incurred losses and LAE primarily related to accident years 2006, 2005 and 2004
of $3,023 for the year ended December 31, 2007. The favorable development on prior accident years relates primarily to
significant claim settlements during 2007 for amounts at, or less than, previously established case and IBNR reserves. Any
change in the reserves for unpaid losses and LAE in the segregated portfolio cell reinsurance segment is recorded to the
segregated portfolio'dividend payable/receivable account and would only impact the Company’s net income or shareholders’
equity if the Company was a segregated portfolio cell dividend participant.

Group Benefits Insurance. The Company’s results of operations for the year ended December 31, 2007 include
favorable development on prior year reserves of $961 in the group benefits insurance segment. The favorable development
reflects better claim experience in the dental, short-term disability and term life lines than anticipated at the time the liability
was established and the termination of prior year long-term disability claims as a result of claimants returning to work,
claimant death, or the termination of benefits in accordance with policy provisions.

Specialty Reinsurance. The Company's results of operations inciuded an increase in estimated incurred losses and LAE
on its specialty reinsurance line of business related to prior accident years of $4,844 for the year ended December 31, 2007.
The unfavorable prior year development was the result of changes in estimates as losses emerged at a higher rate than had
been originally anticipated when the reserves were estimated with respect to accident years 2006, 2005, 2004, and 2003. The
evaluation of the reserve for unpaid losses and LAE related to the specialty reinsurance segment requires that loss
development be estimated over an extended period of time. Because the primary insurer under these programs changed in
1999, historical loss data is insufficiently developed. Therefore, reliance has been placed on industry loss development
patterns, adjusted based on the Company’s judgment, to reflect considerations particular to the exposure. The reliance on
external benchmarks, while necessary, creates an additional element of uncertainty.
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The analysis in the following table presents the development of the Company’s reserves for unpaid losses and LAE
from December 31, 1997 to December 31, 2006. The first line in the table shows the liability for unpaid losses and LAE, net
of reinsurance, as estimated at the end of each calendar year. The first section befow that line shows the cumulative actual
payments of loss and LAE, net of reinsurance, that relate to each year-end liability as they were paid at the end of subsequent
annual periods. The next section shows revised estimates of the original unpaid amounts, net of reinsurance, that are based on
the subsequent payments and re-estimates of the remaining unpaid liabilities. The next line shows the favorable or adverse
development of the original estimates, net of reinsurance. Loss reserve development in this table is cumulative, the estimated
favorable or adverse development for a particular year represents the cumulative amount by which all previous liabilities are
currently estimated 1o have been over- or under-estimated. The “cumulative redundancy/{deficiency)” is as of December 31,
2007, which represents the difference between the latest reestimated liability and the amounts as originally estimated. A
redundancy means the original estimate was higher than the current estimate; a deficiency means that the current estimate is
higher than the original estimate (in thousands).

Reserve for unpaid losses and LAE, net of
reinsurance
Cumulative amount of liability paid through:
One year later
Two years later
Three years later
Four years later
Five years later
Six years later
Seven years later
Eight years later
Nine years later
Ten years later

Liability estimated as of:
One year later
Two years later
Three years later
Four years later
Five years later
Six years later
Seven years later
Eight years later
Nine years later
Ten years later

Cumulative total redundancy (deficiency)

Gross liability—end of year
Reinsurance recoverables

Net liability—end of year

Gross re-estimated liability— latest
Re-estimated reinsurance recoverables—latest

Net reestimated liability—Ilatest

Gross cumulative redundancy (deficiency), including
run-off group medical business
Less: Gross cumulative redundancy related to
run-off group medical business

Gross cumulative redundancy (deficiency), excluding
run-off group medical business

Gross liability, end of year

Professional group long-term disability reserves
Term life premium waiver reserves

Other

Total reserves for unpaid losses and LAE

93]
(2

As of December 31,
1997 1998 1999 2000 2003
2 2) 2) 2) 2001Q2) 2002(2) (2) 2004 (2) 2005(2) 2006(1)
$31.034 $31.883 $34,279 $38.156 $ 43,363 $ 49,871 $58,500 $ 74,430 $ 83.389 $ 94,361
14,350 13,913 18,460 21,248 23,111 23399 23449 24,178 27598 31968
15,357 15,745 20344 25890 30462 34,122 348682 37688 43235 —
15,997 16,555 21,799 29330 35030 39742 41,609 47480 _— —_
16,460 17,201 23,050 31,022 37812 43,186 46,805 — —_ —_
16,906 17.860 23904 32834 39806 46026 — — _ —_—
17,445 18,443 24,833 34,194 40,842 — _ — _ —
17,952 19,028 25580 34,615 — — — — —_— —
18,456 19,578 26,127 — — — —_ — — —
18,946 20,037 — — — — — — — —
19,250 — — — — — — — — —
20,819 20,676 27,881 34382 39782 49,166 57,373 66,374 77420 87983
20,576 21,725 29,004 36,372 43,030 50,596 57462 66,237 75531 —_
20,646 22,050 28406 37,044 44741 31934 57854 67,652 — —_
20,970 22,261 28,604 33018 45931 53,131 593845 — — —
21270 22346 29,133 39441 46466 54,885 — — — —
21,348 22,710 29827 38918 46,363 — — — — —
21,697 23,325 29,894 38987 — — — — — —_
22,195 23121 29,221 - — — — — — —
21,977 22337 — —— —_— —_— — — — —_
21,121 —_ e - — — — — — —_
$ 9913 %9546 % 5058 8% (83Ins G.000s 5.01H5(1,345% 6778 8 7858 % 6,378
33,789 35,593 39041 44141 49327 57955 67549 84,555 97,755 107.043
2,755 3710 4762 59085 5,064 8,084 9,049 10,125 14366 12,687
$31,034 $31,883 $34.279 $38.156 § 43,363 $ 49,871 $58,500 $ 74430 § 83,389 § 94.361
23,530 24,665 33,328 46944 55347 66,500 71,668 B0.286 89318 102,169
2409 2328 4107 7957 8984 11,615 11,823 12,634 13787 14.186

$21,121 $22,337 $29,221 $38.987 $ 46,363 $ 54,885 $59,845 § 67.652 § 75,531 § 87,983

$10.259 $10.928 § 5713 $(2.803)% (6.0200$ (8.545)5(4,11M3 4269 § 8437 5 4,879

(7.885) (8,010) (5.201) (4.311) (6,314) (5.508) (1,933_’) (87 (45)

$ 2374 5 2918 § 512 $(7.114)$(12,334) $(14,053) 5(6,056) §
$33.789 $35.593 $39.041 $44,141 $ 49327 § 57,955 367,549 §

4,182 3 83923 4879
84,555 $ 97.755 $107.048

30,611 29884 27443 24285 21,843 19082 18921 17,152 16330 12453
2953 3257 3,868 4474 4458 4305 4661 4,783 5,333 4,815
299 125 109 74 73 52 39 41 74 256

$67,652 $68,859 $70461 $72,974 $ 75,701 $ 81,394 $91,170 $106,531 $119,492 $124,572

The reserves for unpaid losses and LAE as of December 31, 2006 are reflected before the impact of purchase accounting adjustments of $1,895.
The reserves for unpaid losses and LAE for December 31, 1997 through December 31, 2005 have been restated to raflect the workers®

compensation insurance, segregated portfolio cell reinsurance, and specialty reinsurance segments.

()]

For purposes of understanding the Company’s reserve estimation resulis for its current lines of business, the gross cumulative redundancy related to

the Company's discontinued group medical business has been deducted from the total gross cumulative redundancy (deficiency) for all years

presented.




A.M. Best Rating

A.M. Best rates insurance companies based on factors of concern to policyholders, In evaluating a company’s financial
and operating performance, A.M. Best reviews the company’s profitability, leverage and liquidity, its book of business, the
adequacy and soundness of its reinsurance programs, the quality and estimated fair value of its investments, the adequacy of
its reserves and surplus, its capital structure, the experience and competence of its management, and its marketing presence.
A.M. Best ratings are intended to provide an independent opinion of an insurer’s ability to meet its obligations to its
policyholders. Their evaluation is not directed at investors. In June 2007, A.M. Best reaffirmed the “A-” financial strength
rating of Eastern Alliance, Allied Eastern, and Eastern Re, and indicated a stable rating outlook. In June 2007, A.M. Best
upgraded ELH's financial strength rating from “B++” (Very Good) to “A-"(Excellent). As a condition of receiving the
upgraded rating, EIHI entered into a guaranty of ELH’s reserves for unpaid losses and LAE and certain other liabilities. An
“A-" (Excellent) financial strength rating is the fourth highest out of 16 rating classifications.

The financial strength ratings assigned by A.M. Best to the Company’s insurance subsidiaries are subject to periodic
review and may be upgraded or downgraded by A M. Best as a resnlt of changes in the views of the rating agency or positive
or adverse developments in the insurance subsidiaries’ financial conditions or results of operations.

Competition

The Company’s ability to compete successfully in its principal markets is dependent upon a number of factors, many of
which are outside its control. Many of the Company’s business segments are subject to significant price competition. In
addition to price, competition in the Company’s lines of insurance is based on quality of the products, quality and delivery of
service, financial strength, ratings, distribution systems and technical expertise,

The property and casualty insurance market is highly competitive. The Company competes with stock insurance
companies, mutval companies, local cooperatives and other underwriting organizations. In its workers’ compensation
insurance segment, the Company considers its principal competitors to be PMA Capital Insurance Group, Erie Insurance
Group, Guard Insurance Group, Penn National Insurance Company, Selective Insurance Group, Cincinnati Insurance
Company, Lackawanna Insurance Group, and the Pennsylvania State Workers’ Insurance Fund.

Group benefits insurance products are relatively inexpensive to develop and market, and as such are offered by
hundreds of insurance carriers, including a number of financial services companies which are not considered members of the
insurance industry. In its group benefits insurance segment, the Company’s principal competitors include Aetna, Inc.,
Assurant, Inc., Guardian Life Insurance Company and Metropolitan Life Insurance Company.

Certain of the Company’s competitors have higher A.M. Best financial strength ratings and substantially greater
financial, technical and operating resources than the Company.

Investments

The Company’s investment portfolio consists of fixed income securities, equity securities, convertible bonds, and other
long-term investments in various limited partnerships. The management and accounting for the Company’s investment
function is outsourced to third parties. The Company has established an investment policy, approved by the Finance/
Investment Committee of the Board of Directors, which has been communicated to the Company’s external investment
managers. In addition, the Company has hired an independent investment censultant 1o oversee the Company’s investment
managers and to assist the Company in setting and monitoring its investment policy.

The Company’s investment objectives are:

*  to meet insurance regulatory requirements;

*  to maintain adequate liquidity in its insurance subsidiaries;

*  to preserve capital through a well diversified, high quality investment portfolio; and

*  to maximize after tax income while generating competitive after tax total rates of return.

The Company’s investments in fixed income and equily securities are classified as “available for sale” and are reported
at estimated fair value, with changes in fair value reported as a component of accumulated other comprehensive income
(loss), net of applicable taxes. The Company’s convertible bonds are considered hybrid financial instruments and are

reported at estimated fair value, with changes in fair value reported as a realized gain or loss in the consolidated statements of
operations and comprehensive income (loss). The Company periodically evaluates its investments for other-than-temporary
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impairment. At the time an investment is determined to be other-than-temporarily impaired, the Company records a realized
loss in the consolidated statements of operations and comprehensive income (loss). Any subsequent increase in the
investment’s market value would be reported as an unreatized gain.

The Company’s other long-term investments include interests in various limited partnerships. These limited partnerships
are viewed as a means to enhance the diversification of the Company’s portfolio. The limited partnerships include a low
volatility multi-strategy fund of funds and investments in two natural resource limited partnerships. We expect that these
investments will provide long-term diversification benefits to the portfolio as they tend to have very little correlation to the
fixed income markets. The Company also has made a small investment in a municipal bond based limited partnership which
complements its fixed income exposure. The Company accounts for its limited partnership investments under the equity
method, with changes in the Company’s interest in the limited partnerships recorded in net investment income.

The Company evaluates the performance of its investments through the use of various industry benchmarks.
Benchmarks have been selected for each investment manager and/or portfolio and are reviewed on a quarterly basis by
management and the Company’s Finance/Investment Committee of the Board of Directors. For the year ended December 31,
2007, the Company’s taxable equivalent total return, net of management fees, was 6.42%, compared to the composite
benchmark return of 6.53%.

The following table sets forth consolidated information concerning the Company’s investments as of December 31,
2007 and 2006 (in thousands).

At December 31,
2007 2006
Estimated Estimated
Amortized Fair Market Amortized Fair Market
Cost Value Cost Value

1.8, Treasuries and government agencies .................cco.uv.un. $ 20658 §$ 21,561 § 18434 3 18913
State, municipalities and political subdivisions ...................... 51,884 53,012 33,751 34,446
Foreign governments . ............. ... .uiiienirnrrnrorennnenann. — —- 500 496
Corporate SECUrities . ... ... oottt i i e 59,478 60,368 79,644 80,851
Mortgage-backed securities ......... ... ... . i e 22,134 22,880 24921 25470

Other structured secUrES . ... ... . . i e nan 47 885 47,944 43,976 44,268
Total fixed income Securities ... entrranernennn 202,039 205,785 201,226 204,444
Equity securities .. .......u rur e 19,578 20,541 17,027 18,219

Convertible bonds . . ... ... i i i e 14,232 15,478 — —
Other long-term investments .. ........ ... .o inna. 10,574 11,317 10,266 11,604
Equity calloptions ......... ... ..o — —- 2,230 3,318
Total INVESIMENTS . ..ot ettt et i a e et ee et e e e $246,423  $253,12F  $230,749  §$237,585

As of December 31, 2007, the Company’s mortgage-backed securities included subprime and Alt-A exposures with
estimated fair values of $1.1 million and $3.7 million, respectively. The subprime exposures include three AA A-rated
securities and two AA-rated securities. The AA-rated securities are 2002 and 2003 vintage issues with subordination levels in
excess of 28%, which management believes exceeds conservative loss assumptions for the securities. The Alt-A exposures
include six securities that are AAA-rated through a combination of subordination or insurance wraps.

As of December 31, 2007, the Company’s municipal bond portfolio included prerefunded and non-prerefunded issues of

31.7% and 68.3%, respectively. The overall credit quality of the non-prerefunded portfolio was AA+ and the credit quality of
the insurer was AA-.
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The following table shows the ratings distribution of the Company’s fixed income securities and convertible bonds,
excluding fixed income securities of the segregated portfolio cell reinsurance segment, as a percentage of the total market

value of the fixed income portfolio as of December 31, 2007 (dollars in thousands).

Percentage of
Total Market
Total Value

A A e e $128,576 67.0%
. 7 N 22,052 11.5%
B - 18,013 9.4%
BB B e e 6,232 3.2%
Below Investment Grade . ....... ..ot e 1,914 1.0%
NotRated ........co i e e i 15,257 7.9%
71 $192,044 100.0%

The amortized cost and estimated fair value of fixed income securities and convertible bonds as of December 31, 2007,
by contractual maturity, are shown below. Expected maturities could differ from contractual maturities because borrowers
may have the right to call or prepay obligations, with or without call or prepayment penalties (in thousands).

Amortized Estimated

Cost Fair Value

Less than ONe YBaT ... ...ttt ittt $ 17649 § 17,684
Onethrough five years ... ... .. .. .. .. i e, 60,394 61,581
Five through ten years . ... ... . .. .. . i i e 28,082 29,276
Greater than ten YEArs ... .......oeriniretnneennerrnrnneneriaannns 35,496 37,212
Mortgage-backed securities ........... ... ... e 74,650 75,510
Fotal .. 5216,271  $221,263

The gross unrealized losses and estimated fair value of fixed income and equity securities, excluding those securities in
the segregated portfolio cell reinsurance segment, classified as available-for-sale by category and length of time an individual
security is in a continuous unrealized loss position as of December 31, 2007 were as follows (in thousands):

Less Than 12 Months 12 Months or More Total
Estimated Gross  Estimated Gross  Estimated Gross
Fair Unrealized Fair Unrealized Fair Unrealized
w Value Losses Value Losses Value Losses
U1.8. Treasuries and government agencies .................. $8 — $— $1045 $ (D) $1,045 $ (D
Corporate SeCUTtIBS .. ...\ vute ettt iiia e 4,658 {85y 2,958 3D 7,616 (116)
Mortgage-backed securities . ........... ... .o L 437 (2) — — 437 (2)
Other structured securities . ............................. 14,409 (354) 1,758 (20) 16,167 (374)
Total fixed income securities . .................covuun. 19,504 (441} 5,761 (58) 25,265 (499)
Equity SeCUTIEIES . . .. ...\ttt i e s 5,972 (132} — — 5,972 (132)
Total fixed income and equity securities ............... $25.476  $(573) $5,761 $(58) $31,237 (63D

Company Web Sites

The Company operates three Web sites. The Company’s Corporate Web site (www.easterninsuranceholdings.com)
pany op: pany p £

provides investor relations information and news. EAIG’s Web site (www.eains.com) provides information and news
regarding workers’ compensation products and services, in addition to secured content accessible to producers and insureds.
The secured sections include a risk management library that allows EAIG’s risk management personnel to disseminate safety
information quickly and effectively to producers and insureds, ELH’s Web site (www.elhins.com) provides information and
news regarding group benefits products as well as access to an online group administration system.

Employees

As of December 31, 2007, the Company had 163 full time employees. None of the Company’s employees is represented

by a union. The Company considers its relationship with its employees to be excellent.

16




Regulation
General

Insurance companies are subject to supervision and regulation in the jurisdictions in which they do business. Insurance
authorities in each jurisdiction have broad administrative powers to administer statutes and regulations with respect to all
aspects of the insurance business, including:

» licensing of insurers and their producers;

= approval of policy forms and premium rates;

. mandating certain insurance benefits;

»  standards of solvency, including establishing statutory and risk-based capital requirements for statutory surplus;
*  classifying assets as admissible for purposes of determining statutory surplus;

*  regulating unfair trade and claim practices, including through the impositton of restrictions on marketing and sales
practices, distribution arrangements and payment of inducements;

= restrictions on the nature, quality and concentration of investments;

*  assessments by guaranty and other associations;

*  restrictions on the ability of insurance companies to pay dividends;

+  restrictions on transactions between insurance companies and their affiliates;

*  restrictions on acquisitions and dispositions of insurance companies;

«  restrictions on the size of risks insurable under a single policy;

+  requiring deposits for the benefit of policyholders;

*  requiring certain methods of accounting;

¢  periodic examinations of insurance company operations and finances;

+  reviewing claims administration practices;

*  prescribing the form and content of records of financial condition required to be filed; and

*  requiring reserves for unearned premiums, losses and other purposes.

State insurance laws and regulations require insurance companies to file financial statements with insurance
departments everywhere they do business, and the operations of insurance companies are subject 10 examination by those

departments at any time. Eastern Alliance, Allied Eastern, Eastern Advantage, and ELH prepare statutory financial
statements in accordance with accounting practices and procedures prescribed or permitted by these departments.

Examinations

Examinations are conducted by the Pennsylvania Insurance Department (the “Insurance Department’™) every three to
five years. The Insurance Department’s most recent examinations of Eastern Alliance and ELH for which a report was issued
were as of December 31, 2001. These examinations did not result in any adjustments to the financial position of Eastern
Alliance or ELH. In addition, there were no substantive qualitative matters indicated in the examination reports that had a
material adverse impact on the Company’s operations, The Insurance Department conducted an organizational examination
of Allied Eastern and Eastern Advantage as of April 22, 2002 and October 24, 2007, respectively. As of December 31, 2007,
an examination of Eastern Alliance, Allied Eastern, and ELH as of and for the five years ending December 31, 2006 by the
Insurance Department was in process.

Risk-Based Capital Requirements

Pennsylvania imposes the NAIC risk-based capital requirements that require insurance companies to calculate and
report information under a risk-based formula. These risk-based capital requirements attempt to measure statutory capital and
surplus needs based on the risks in an insurance company’s mix of products and investment portfolio. Under the formula, a
company first determines its “authorized control level” risk-based capital. This authorized control level takes into account
(i) the risk with respect to the insurer’s assets; (ii} the risk of adverse insurance experience with respect to the insurer’s
liabilities and obligations; (iii) the interest rate risk with respect to the insurer's business; and (iv) all other business and other
relevant risks as are set forth in the risk-based capital instructions. As of December 31, 2007, the capital levels of EIH!’s
insurance subsidiaries exceeded risk-based capital requirements. .
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Market Conduct Regulation

State insurance laws and regulations include numerous provisions governing trade practices and the marketplace
activities of insurers, including provisions governing the form and content of disclosure to consumers, illustrations,
advertising, sales practices and complaint handling. State regulatory authorities generally enforce these provisions through
periodic market conduct examinations. To our knowledge, the Company is currently in compliance with these provisions.

Sarbanes-Oxley Act of 2002

The Company is subject to the Sarbanes-Oxley Act of 2002, which implemented legislative reforms intended to address
corporate and accounting fraud. Among other reforms, the Sarbanes-Oxley Act requires chief executive officers and chief
financial officers, or their equivalent, to certify to the accuracy of periodic reports filed with the SEC, subject to civil and
criminal penalties if they knowingly or willfully violate this certification réquirement. The Sarbanes-Oxley Act also increases
the oversight of, and codifies, certain requirements relating to audit committees of public companies and how they interact
with the company’s auditors. Audit commiltee members must be independent and are barred from accepting consulting,
advisory or other compensatory fees from the company. In addition, companies must disclose whether at least one member of
the committee is a “financial expert,” as such term is defined by the SEC, and if not, why not. Pursuant to the Sarbanes-
Oxley Act, the SEC has adopted rules requiring inclusion of an internal control report and assessment by management in the
annual report to shareholders. The Sarbanes-Oxley Act requires the auditor that issues the audit report to attest to and report
on management’s assessment of the company’s internal controls,

Insurance Guaranty Funds

Almost all states have guaranty fund laws under which insurers doing business in the state can be assessed to fund
policyholder liabilities of insolvent insurance companies. Pennsylvania and the other states in which our insurance
companies do business have such taws. Under these laws, an insurer is subject to assessment depending upon its market share
in the state of a given line of business. The Company is subject to the Pennsylvania Workers’ Compensation Security Fund
(the “Security Fund"), which assesses workers’ compensation insurers doing business in Pennsylvania for the purpose of
providing funds to cover obligations to policyholders of insolvent insurance companies. The Company establishes reserves
relating to insurance companies that are subject to insolvency proceedings when they are notified of assessments by the
guaranty associations, We cannot predict the amount and timing of any future assessments under these laws.

Cayman Islands Regulation

Eastern Re is organized and licensed as a Cayman [slands unrestricted Class B insurance company and is subject to
regulation by the Cayman Islands Monetary Authority. Applicable laws and regulations govern the types of policies that the
Company can insure or reinsure, the amount of capital that it must maintain and the way it can be invested, and the payment
of dividends without approval by the Cayman Islands Monetary Authority.

Holding Company Regulation

EIHI is registered as an insurance holding company under the Insurance Holding Company Act amendments to the
Pennsylvania Insurance Code of 1921, as amended, and is subject to regulation and supervision by the Insurance Department.
EIHI is required to annually file a report of its operations with, and is subject to examination by, the Insurance Department.

Each insurance company in a holding company system is required to register with the insurance supervisory agency of
its state of domicile and furnish certain information. This includes information concerning the operations of companies
within the holding company system that may materially affect the operations, management or financial condition of the
insurers within the system. Pursuant to these laws, the respective insurance departments may examine insurance companies
and their holding companies at any time, require disclosure of material transactions by insurance companies and their holding
companies and require prior notice or approval of certain transactions, such as “extraordinary dividends™ distributed by
insurance compames.

All transactions within the holding company system affecting insurance companies and their holding companies must be
fair and equitable, Notice of certain material transactions between insurance companies and any person or entity in their
holding company system will be required to be given to the applicable insurance commissioner. In some states, certain
transactions cannot be completed without the prior approval of the insurance commissioner.
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Approval of the state insurance commissioner is required prior to any transaction affecting the control of an insurer
domiciled in that state. In Pennsylvania, the acquisition of 10% or more of the outstanding capital stock of an insurer or its
holding company is presumed to be a change in control. Pennsylvania law also prohibits any person from (i) making a tender
offer for, or a request or invitation for tenders of, or seeking to acquire or acquiring any voting security of a Pennsylvania
insurer if, after the acquisition, the person would be in control of the insurer, or (ii) effecting or attempting to effect an
acquisition of control of or merger with a Pennsylvania insurer, unless the offer, request, invitation, acquisition, effectuation
or attempt has received the prior approval of the Insurance Department.

Dividend Restrictions

EIHI’s ability to declare and pay dividends will depend in part on dividends received from its insurance subsidiaries.
The Pennsylvania Insurance Code regulates the distribution of dividends by insurance companies and states, in part, that
dividends cannot exceed the greater of 10% of an insurance company’s statutory surplus as reported on the most recent
annual statement filed with the Insurance Department or an insurance company’s net income for the period covered by such
annual statement.

EIHI's insurance subsidiaries are prohibited from declaring or paying any dividends or other forms of distribution to
EIHI for the three years after June 16, 2006, the effective date of the conversion/merger transaction, without the prior
approval of the Pennsylvania Insurance Commissioner.

During 2007, the Pennsylvania Insurance Commissioner approved a dividend of $5.0 million each from Eastern
Alliance and ELH to EIHI. The proceeds from the dividend were used primarily to fund EIHI's stock repurchase program. In
addition, the Pennsylvania Insurance Commissioner approved the four quarterly dividends of $0.05/share by EIHI to its
shareholders.

Note on Forward-Looking Statements

This document contains forward-looking statements, which can be identified by the use of such words as “estimate,”
“project,” “believe,” “intend,” “anticipate,” “plan,” “seek,” “‘expect” and similar expressions. These forward-looking

statements include:

LAY LEINTY

. statements of goals, intentions and expectations;
+  statements regarding prospects and business strategy; and
¢« estimates of future costs, benefits and results.

These forward-looking statements are subject to significant risks, assumptions and uncertainties, including, among other
things, the factors discussed under the heading “Risk Factors” that could affect the actual outcome of future events.

All of these factors are difficult to predict and many are beyond our control. These important factors include those
discussed under “Risk Factors™ and those listed below:
+ the ability to carry out our business plans;

«  future economic conditions in the regional and national markets in which we compete that are less favorable than
expected; '

+  the effect of legislative, judicial, economic, demographic and regulatory events in the states in which we do
business;

« the ability to obtain licenses and enter new markets successfully and capitalize on growth opportunities either
through mergers or the expansion of our producer network;

+  financial market conditions, including, but not limited to, changes in interest rates and the credit and equity markets
causing a reduction of investment income or investment gains, an acceleration of the amortization of deferred
policy acquisition costs, reduction in the value of our investment portfolio or a reduction in the demand for our
products;

+  the impact of acts of terrorism and acts of war;




+  the effects of terrorist related insurance legistation and laws;

*  changes in general economic conditions, including inflation, unemployment, interest rates and other factors;
e the cost, availability and collectibility of reinsurance;

*  estimates and adequacy of loss reserves and trends in tosses and LAE,;

*  heightened competition, including specifically the intensification of price competition, increased underwriting
capacity and the entry of new competitors and the development of new products by new and existing competitors;

¢ the effects of mergers, acquisitions and dispositions;

* changes in the coverage terms selected by insurance customers, including higher deductibles and lower limits;
*  changes in the underwriting criteria that we use resulting from competitive pressures;

*  our inability to obtain regulatory approval of, or to implement, premium rate increases;

» the potential impact on our reported earnings that could result from the adoption of future accounting standards
issued by the Financial Accounting Standards Board or other standard-setting bodies;

*  our inability to carry out marketing and sales plans, including, among others, development of new products or
changes to existing products and acceptance of the new or revised products in the market,;

*  unanticipated changes in industry trends and ratings assigned by nationally recognized rating organizations;
*  adverse litigation or arbitration results; and

= adverse changes in applicable laws, regulations or rules governing insurance holding companies and insurance
companies, and tax or accounting matters including limitations on premium levels, increases in minimum capital
and reserves, and other financial viability requirements, and changes that affect the cost of, or demand for our
products.

Because forward-looking information is subject to various risks and uncertainties, actual results may differ materially
from that expressed or implied by the forward-looking information. Therefore, we caution you not to place undue reliance on
this forward-looking information.

All subsequent written and oral forward-looking information attributable to the Company or any person acting on our
behalf is expressly qualified in its entirety by the cautionary statements contained or referred to in this section, We do not
undertake any obligation to publicly release any revisions that may be made to any forward-looking statements.

Because of these and other uncertainties, our actual future results may be materially different from the results indicated
by these forward-looking statements. The Company has no obligation to update or revise any forward-looking statements to
reflect any changed assumptions, any unanticipated events or any changes in the future.

Item 1A—Risk Factors

Our business is subject to numerous risks and uncertainties, the outcome of which may impact future results of operations
and financial condition. These risks are as follows:

Risk Factors Relating to Our Business
Our results may be adversely affected if our actual losses exceed our loss reserves.

The Company mainiains loss reserves to cover estimated amounts needed to pay for insured losses and for the LAE
necessary to settle claims with respect to insured events that have occurred, including events that have not yet been reported
to us. Estimating the reserves for unpaid losses and LAE is a difficult and complex process involving many variables and
subjective judgments; reserves do not represent an exact measure of liability. Accordingly, our loss reserves may prove to be
inadequate to cover our actual losses. We regularly review our reserving techniques and our overall amount of reserves, We
review historical data and consider the impact of various factors such as: ’

* trends in claim frequency and severity;
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+  information regarding each claim for losses;
+  legislative enactments, judicial decisions and legal developments regarding damages; and

= trends in general economic conditions, including inflation and levels of employment.

If we determine that our reserves for unpaid losses and LAE are inadequate, we will have to increase them. This
adjustment would reduce income during the period in which the adjustment is made, which could have a material adverse
impact on our financial condition and results of operations. For additional information, see “‘Item 1—Business, Loss and
Loss Adjustment Expense Reserves.”

If we do not accurately establish our premium rates, our results of operations may be adversely affected.

In general, the premium rates for our insurance policies are established when coverage is initiated and therefore, before
all of the underlying costs are known. Like other insurance companies, we rely on estimates and ussumptions in setting our
premium rates. Establishing adequate rates is necessary, together with investment income, to gencrate sufficient revenue to
offset losses, LAE and other underwriting expenses and to earn a profit. If we fail to accurately assess the risks that we
assume, we may fail to charge adequate premium rates to cover our losses and expenses, which could reduce our net income
and cause us to become unprofitable. As a result, our actual costs for providing insurance coverage to our policyholders may
be significantly higher than our premiums.

In order to set premium rates accurately, we must collect and properly analyze a substantial volume of data; develop,
test, and apply appropriate rating formulae; closely monitor and recognize changes in trends; project both severity and
frequency of losses with reasonable accuracy; and estimate customer retention. Customer retention means the amount of
exposure a policyholder retains on any one risk or group of risks. The term may apply to an insurance policy, where the
policyholder is an individual, family or business, or a reinsurance policy, where the policyholder is an insurance company.
We must also implement our pricing accurately in accordance with our assumptions. For example, as we expand the
geographic market in which we offer our workers’ compensation insurance products we may not price these products
accurately or adequately. Our ability to undertake these efforts successfully, and as a result set premium rates accurately, is
subject to a number of risks and uncertainties, including:

+  inaccurate assessment of new markets in which we have littie or no prior experience;

*  insufficient or unreliable data;

. incdn‘ecl or incomplete analysis of avatlable data;

*  uncertainties generally inherent in estimates and assumptions;

*  our inability to implement appropriate rating formulae or other pricing methodologies;
*  cosis of ongoing medical treatment;

= our inability to accurately estimate customer retention, investment yields and the duration of our liability for losses
and LAE; and

*  unanticipated court decisions, legislation or regulatory action.
Consequently, we could set our premium rates 100 low, which could negatively affect our results of operations and our

profitability, or we could set our premium rates too high, which could reduce our ability to obtain new or retain existing
business and lead to lower net premiums earned.

If we de not effectively manage the growth of our operations we may not be able to compete or operate profitably.

Qur growth strategy includes enhancing our market share in our existing markets, entering new geographic markets,
introducing new insurance products and programs, further developing our agency relationships, and pursuing merger and
acquisition opportunities. Our strategy is subject to various risks, including risks associated with our ability to:

* identify profitable new geographic markets to enter;
=  obtain licenses in new states in which we wish to market and sell our products;
»  successfully implement our underwriting, pricing, claims management, and product straiegies over a larger

operating region;
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*  properly design and price new and existing products and programs and reinsurance facilities;
*  identify, train and retain qualified employees;

+ identify, recruit and integrate new independent producers;

»  formulate and execute a merger and acquisition strategy; and

» augment our internal monitoring and control systems as we expand our business.

We also may encounter difficulties in the implementation of our growth strategies, including unanticipated
expenditures. In addition, our growth strategies may result in us entering into markets or product lines in which we have litle
or no prior experience. Any such difficulties could result in diversion of senior management time and adversely affect our
financial results.

All of the specialty reinsurance business of Eastern Re is controlled by one of our directors and is placed with one
primary insurer.

The Company’s specialty reinsurance segment generates 100% of its premium revenue through a reinsurance contract
with a large, primary insurer. This business is directly or indirectly managed by one producer, AmPro. Lawrence Bitner is a
Director of the Company and the AmPro employee who produces the program business for the primary insurer and controls
the placement of reinsurance contracts with the Company. If the Company lost the goodwill of Mr. Bitner, Mr. Bitner could
cause this business to be placed with another reinsurer and/or could cause the insurance policies to be written by a primary
insurance carrier that would not purchase reinsurance coverage in respect of the business or would not place reinsurance with
the Company.

Our ability to manage our exposure to underwriting risks depends on the availability and cost of reinsurance coverage.

We use reinsurance arrangements to limit and manage the amount of risk we retain, to stabilize our underwriting results
and to increase our underwriting capacity. Although we have not recently experienced difficulty in obtaining reinsurance at
reasonable prices, the availability and cost of reinsurance is subject to current market conditions and may vary significantly
over time. Any decrease in the amount of our reinsurance will increase our risk of loss. We may be unable to maintain our
desired reinsurance coverage or to obtain other reinsurance coverage in adequate amounts and at favorable rates. If we are
unable to renew our expiring coverage or obtain new coverage, it will be difficult for us to manage our underwriting risks
and operate our business profitably.

It is also possible that the losses we experience on insured risks for which we have obtained reinsurance will exceed the
coverage limits of the reinsurance. If the amount of our reinsurance coverage is insufficient, our insurance losses could
increase substantially.

If our reinsurers do not pay our claims in a imely manner, we may incur losses.

We are subject to credit risk with respect to the reinsurers with whom we deal because buying reinsurance does not
relieve us of our liability to policyholders. The Company had net reinsurance recoverables of $26.3 million as of
December 31, 2007. If our reinsurers are not capable of fulfilling their financial obligations to us, our insurance losses would
increase, which would negatively affect our financial condition and results of operations.

Our investment performance may suffer as a result of adverse capital market developments, which may affect our
Jinancial results and ability to conduct business.

We invest the premiums we receive from policyholders until cash is needed to pay insured claims or other expenses. As
of December 31, 2007, the Company had investments of $253.1 million. For the year ended December 31, 2007, the
Company had $12.4 million of net investment income, representing 8.5% of its total revenues. Our investments are subject 1o
a variety of investment risks, including risks relating to general economic conditions, market volatility, interest rate
fluctuations, liquidity risk and credit risk. In particular, an unexpected increase in the volume or severity of claims may force
us to liquidate securities, which may cause us to incur capital losses. If we do not structure the duration of our investments to
match our insurance and reinsurance liabilities, we may be forced to liquidate investments prior to maturity at a significant
loss to cover such payments. Investment losses could significantly decrease our asset base and statutory surplus, thereby
affecting our ability to conduct business.
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Our revenues may fluctuate with changes in interest rates.

Qur investment portfolio contains a significant amount of fixed income securities, including bonds, mortgage-backed
securities (“MBSs™), collateralized mortgage obligations (“CMOs"), and other asset-backed securities. The market values of
all of our investments fluctuate depending on economic and political conditions and other factors beyond our control. The
market values of our fixed income securities are particularly sensitive to changes in interest rates.

For example, if interest rates rise, fixed income securities generally will decrease in value. If interest rates decline, these
securities generally will increase in value, except for MBSs, which may decline due to higher prepayments on the mortgages
underlying the securities.

As of December 31, 2007, MBSs, including CMOs, constituted 28.0% of the market value of the Company’s investment
portfolio. MBSs and CMOs are subject to prepayment risks that vary with, among other things, interest rates. During periods
of declining interest rates, MBSs generally prepay faster as the underlying mortgages are prepaid and/or refinanced by the
borrowers in order to take advantage of lower interest rates. MBSs that have an amortized cost that is greater than par (i.e.,
purchased at a premium) may incur a reduction in yield or a loss as a result of prepayments. In addition, during such periods,
we generally will be unabie to reinvest the proceeds of any prepayment at comparable yields. Conversely, during periods of
rising interest rates, the frequency of prepayments generally decreases, and we may receive interest payments that are below
the then prevailing interest rate for longer than expected. MBSs that have an amortized cost that is less than par (i.e.,
purchased at a discount) may incur a decrease in yield or a loss as a resuit of slower prepayments.

If we fail to comply with insurance industry regulations, or if those regulations become more burdensome, we may not be
able to operate profitably.

Our insurance subsidiaries are regulated by government agencies in the states in which we do business, and we must
comply with a number of state and federal taws and regulations. Most insurance regulations are intended to protect the
interests of insureds rather than those of shareholders and other investors.

If we fail to comply with these laws and regulations, state insurance departments can exercise a range of remedies from
the imposition of fines to being placed in rehabilitation or liquidation. State insurance departments also conduct periodic
examinations of the affairs of insurance companies and require the filing of annual and other reposts relating to financial
condition, holding company issues and other matters. These regulatory requirements may adversely affect or inhibit our
ability to achieve some or all of our business objectives.

Part of our strategy includes expanded licensing and product filings for the Company. Regulatory authorities, however,
have broad discretion to deny or revoke licenses for various reasons, including the violation of regulations. If we do not have
or obtain the requisite licenses and approvals or do not comply with applicable regulatory requirements, insurance regulatory
authorities could preclude or temporarily suspend us from carrying on some or all of our activities, including our expansion
objectives, or otherwise penalize us. Furthermore, changes in the level of regulation of the insurance industry or changes in
laws or regulations or interpretations of such laws and regulations by regulatory authorities could adversely affect our ability
to operale our business.

We are subject to various accounting and financial requirements established by the NAIC. Eastern Re is subject to the
Jaws of the Cayman Islands and regulations promulgated by the Cayman Islands Monetary Authority. Failure to comply with
these laws, regulations and requirements could result in consequences ranging from a regulatory examination to a regulatory
takeover of one or more of our insurance subsidiaries. This would make our business less profitable. In addition, state
regulators and the NAIC continually re-examine existing laws and regulations, with an emphasis on insurance company
sobvency issues and fair treatment of policyholders. Insurance laws and regulations could change or additional restrictions
could be imposed that are more burdensome and make our business less profitable. Because these laws and regulations are
for the protection of policyholders, any changes may not be in your best interest as a shareholder.

Compliance with applicable laws and regulations is time consuming and personnel-intensive, and changes in these laws
and regulations may materially increase our direct and indirect compliance and other expenses of deing business, thus
adversely affecting our financial condition and results of operations.

The group benefits insurance and workers’ compensation insurance markets in which we operate are highly competitive.

Competition in these markets is based on many factors. These factors include the perceived financtal strength of the
insurer, premiums charged, policy terms and conditions, services provided, reputation, financial ratings assigned by
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independent rating agencies and the experience of the insurer in the line of insurance 1o be written. The Company’s insurance
subsidiaries compete with stock insurance companies, mutual companies, local cooperatives and other underwriting
organizations. Qur principal competitors in the group benefits market include Aetna, Inc., Assurant, Inc., Guardian Life
Insurance Company, and Metropolitan Life Insurance Company. Our principal competitors in the workers’ compensation
insurance market include PMA Capital Insurance Group, Erie Insurance Group, Guard Insurance Group, Penn National
Insurance Company, Selective Insurance Group, Cincinnati Insurance Company, Lackawanna Insurance Group, and the
Pennsylvania State Workers” Insurance Fund. Many of these competitors have higher ratings and substantially greater
financial, technical and operating resources than we have. The group benefits and workers’ compensation lines of insurance
are subject to significant price competition. If competitors price their products aggressively, our ability to grow or renew our
business may be adversely affected. We pay producers on a commission basis to produce business. Some competitors may
offer higher commissions to independent producers or offer insurance at lower premium rates through the use of salaried
personnel or other distribution methods that do not rely on independent producers. Increased competition could adversely
affect our ability to attract and retain business and thereby reduce our profits from operations.

We could be adversely affected by the loss of our key personnel.

The success of our business is dependent, 1o a large extent, on the efforts of certain key personnel, in particular,
Bruce M. Eckert, our Chief Executive Officer, Michael L. Boguski, our President and Chief Operating Officer, Kevia M.
Shook, our Treasurer and Chief Financial Officer, Robert A. Gilpin, our Senior Vice President of Marketing, and Suzanne M.
Emmet, our Sentor Vice President of Claims. We have employment agreements with each of Messrs. Eckert, Boguski,
Shook, Gilpin, and Ms. Emmet, which contain covenants not to compete. We do not maintain key man life insurance on any
of these executives. The loss of key personnel could prevent us from fully implementing our business strategy and could
significantly and negatively affect our financial condition and results of operations. As we continue to grow, we will need to
recruit and retain additional qualified management personnel, and our ability to do so will depend upon a number of factors,
such as our resuits of operations and prospects and the level of competition then prevailing in the market for qualified
personnel. The current market for qualified insurance personnel is highly competitive.

Our results of operations may be adversely affected by any loss of business from key producers and by the
creditworthiness of our producers.

Our products are marketed by independent producers. Other insurance companies compete with the Company for the
services and allegiance of these producers. Because they are independent, these producers are not obligated to direct business
to the Company and may choose to direct business to our competitors, or may direct less desirable risks to us. The
Company’s ten largest producers in its workers® compensation insurance segment accounted for 55.9% of its direct premiums
written for the year ended December 31, 2007. The Company’s largest producer in its workers’ compensation insurance
segment accounted for 21.2% of direct premiums written for the year ended December 31, 2007. No other producer
accounted for more than 10.0% of direct premiums written in the Company’s workers’ compensation insurance segment for
the vear ended December 31, 2007. No independent producer accounted for more than 10.0% of the Company’s group
benefits insurance direct premiums written for the year ended December 31, 2007. If premium volume produced by any of
the Company’s large producers were to decrease significantly, it would have a material adverse effect on us.

In addition, in accordance with industry practice, our customers sometimes pay the premiums for their policies to
producers for payment to us. These premiums are considered paid when received by the producer and, thereafter, the
customer is no longer liable to us for those amounts, whether or not we have actually received the premiums from the
producer. Consequently, we assume a degree of credit risk associated with our reliance on producers in connection with the
collection of insurance premiums,

Because the Company’s workers’ compensation insurance business is concentrated in Pennsylvania, the Company is
subject to local economic risks as well as to changes in the regulatory and legal climate in Pennsylvania.

Almost all of the Company’s workers’ compensation premium volume is [Sroduced in Pennsylvania. The Company’s
workers’ compensation insurance business is affected by the economic health of Pennsylvania for two principal reasons.
First, premium growth is dependent upon payroll growth, which, in turn, is affected by economic conditions. Second, losses
and LAE can increase in weak economic cenditions because it is more difficult to return injured workers to the job when
employers are otherwise reducing payrolls. Finally, as predominantly a single state insurer, the Company can be adversely
affected by any material change in Pennsylvania law or regulation or any Pennsylvania court decision affecting workers’
compensation carriers generally.
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Future changes in financial accounting standards or practices or existing tax laws may adversely affect our reported
results of operations.

Financial accounting standards in the United States are constantly under review and may be changed from time to time.
We would be required to apply these changes when adopted. Once implemented, these changes could materially affect our
results of operations and/or the way in which such results of operations are reported. Similarly, we are subject to taxation in
the United States and a number of state jurisdictions. Rates of taxation, definitions of income, exclusions from income, and
other tax policies are subject to change over time, Eastern Re is domiciled in the Cayman Islands. (Changes in Cayman
Islands tax laws could have a material impact on our consolidated results of operations.

Proposals to federally regulate the insurance business could affect our business.

Currently, the U.S. federal government does not directly regulate the insurance business. However, federal legislation
and administrative policies in several areas can significantly and adversely affect insurance companies. These areas include
financial services regulation, securities regulation, pension regulation, privacy, tort reform legislation and taxation. In
addition, various forms of direct federal regulation of insurance have been proposed. These proposals include the State
Modernization and Regulatory Transparency Act, which would maintain state-based regulation of insurance but would affect
state regulation of certain aspects of the insurance business, including rates, producer and company licensing, and market
conduct examinations. We cannot predict whether this or other proposals will be adopted, or what impact, if any, such
proposals or, if enacted, such laws may have on our business, financial condition or results of operations.

Risk Factors Relating to Our Common Stock
Directors and management could effectively control certain situations that may be viewed as confrary to your interests.
The extent of management’s control over the Company is related to the following factors:

¢ Directors and management owned approximately 28.1% of the Company's outstanding stock as of December 31,
2007. As a result of stock transactions by certain directors subsequent to December 31, 2007, the ownership
percentage of the Company’s outstanding common stock by directors and management decreased to approximately
14.7% as of March 12, 2008. :

«  The employee stock ownership plan {(“ESOP™) owns 7.1%, or 747,500 shares, of the Company’s outstanding stock
as of December 31, 2007. The shares held by the ESOP will be voted in the manner directed by the ESOP
participants.

*  We have implemented a stock compensation plan pursuant to which shares of restricted stock and stock options
have been issued to certain of our directors, officers and employees.

As a result of these factors, the Company’s directors and management, directly or indirectly, hold a substantial equity
interest in the Company. If all members of management were to act together as a group, they could have a significant
influence over the outcome of the election of directors and any other sharecholder vote. Therefore, management might have
the power to take actions that nonaffiliated shareholders may deem to be contrary to the shareholders” best interests.

Provisions in our articles and bylaws and statutory provisions may serve to entrench management and also may
discourage takeover attempts that you may believe are in your best interests.

We are subject to provisions of Pennsylvania corporate and insurance law that hinder a change: of control. Pennsylvania
law requires the Insurance Department’s prior approval of a change of control of an insurance holding company. Under
Pennsylvania law, the acquisition of 10% or more of the outstanding capital stock of an insurer or its holding company is
presumed to be a change in control. Approval by the Insurance Department may be withheld even if the transaction would be
in the shareholders’ best interest if, among other things, the Insurance Department determines that the transaction would be
detrimental to policyholders.

Our articles of incorporation and bylaws also contain provisions that may discourage a change in control. These
provisions include:

»  the prohibition of ownership and voting of shares having in excess of 10% of the total voting power of the
outstanding stock of the Company for a period of three years after the conversion/merger:

* aclassified Board of Directors divided into three classes serving for successive terms of three years each;
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»  aprovision that the Board of Directors has the authority to issue shares of authorized but unissued common stock
and preferred stock and to establish the terms of any one or more series of preferred stock, including voting rights,
without additional shareholder approval;

= the prohibition of cumulative voting in the election of directors;

»  the requirement that nominations for the election of directors made by shareholders and any shareholder proposals
for inclusion on the agenda at any annual meeting must be made by notice (in writing) delivered or mailed to us not
less than 90 days or more than 120 days prior to the meeting;

»  the provision that, for a period of three years, any merger, consolidation, sale of assets or similar transaction
involving the Company requires the affirmative vote of shareholders entitled to cast at least 66 %3% of the votes
which all shareholders are entitled to cast, unless the transaction is approved in advance by 66%3% of the members
of the Board of Directors;

*  the prohibition of shareholder action without a meeting and the prohibition of shareholders being able to call a
special meeling;

* the requirement that certain provisions of our articles of incorporation can only be amended by an affirmative vote
of shareholders entitled to cast at least 80% of all votes that shareholders are entitled to cast, unless approved by an
affirmative vote of at least 80% of the members of the Board of Directors; and

»  the requirement that certain provisions of our bylaws can only be amended by an affirmative vote of shareholders
entitled 1o cast at least 66%3%, or in certain cases 80%, of all votes that shareholders are entitled to cast.

These provisions may serve to entrench management and may discourage a takeover attempt that you may consider to
be in your best interest or in which you would receive a substantial premium over the current market price. These provisions
may make it extremely difficult for any one person or group of affiliated persons to acquire voting control of the Company,
with the result that it may be extremely difficult to bring about a change in the Board of Directors or management. Some of
these provisions also may perpetuate present management because of the additional time required to cause a change in the
control of the board. Other provisions make it difficult for shareholders owning less than a majority of the voting stock 1o be
able to elect even a single director.

Provisions of the Pennsylvania Business Corporation Law, which we refer to as the PBCL, that are applicable to
publicly traded companies provide, among other things, that we may not engage in a business combination with an
“interested shareholder” during the five-year period after the interested shareholder became such, except under certain
specified circumstances. Under the PBCL an interested shareholder is generally a holder of 20% or more of our voting stock.
The PBCL also contains provisions providing for the ability of shareholders to object to the acquisition by a person, or group
of persons acting in concert, of 20% or more of our outstanding voting securities and to demand that they be paid a cash
payment for the fair value of their shares from the controlling person or group.

If our insurance subsidiaries are not sufficiently profitable, our ability to pay dividends will be limited by regulatory
restrictions.

Our domestic insurance subsidiaries’ ability to pay dividends to the Company is limited by the insurance laws and
regulations of Pennsylvania. The maximum dividend that the domestic insurance entities may pay without prior approval
from the Insurance Department is limited to the greater of 10% of statutory surplus or 100% of statutory net income for the
most recently filed annual statement. In addition, EIHI and its subsidiaries are prohibited from declaring or paying any
dividends or other forms of distribution for the three years after June 16, 2006, the effective date of the conversion/merger
transaction, without the prior approval of the Pennsylvania Insurance Commissioner.

Eastern Re must receive approval from the Cayman Islands Monetary Authority before it can pay any dividend.
Furthermore, any dividends paid in excess of Eastern Re’s cumulative earnings and profits subsequent to June 16, 2006
would be subject to U.S. federal income tax.

Item 1B—Unresolved Staff Comments

Not applicable.

Item 2—Properties

The Company’s corporate headquarters are located at 25 Race Avenue in Lancaster, Pennsylvania. The Company leases
its home office building under a 15-year, non-cancelable lease through February 2017. The annual base rent is subject to an
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annual increase based upon the consumer price index at the end of each preceding calendar year. In addition to the base rent,
the Company is responsible for its proportionate share of expenses related to the building including, but not limited to,
utilities, maintenance, real estate taxes, and insurance. The Company has a 5% interest in the limited partnership that owns
the building.

Item 3—Lega'| Proceedings

The Company is, from time to time, involved in legal proceedings that arise in the ordinary course of business. We
believe we have sufficient loss reserves and reinsurance to cover claims under insurance policies issued by us. Although
there can be no assurance as to the ultimate disposition of these matters, we do not believe, based upon the information
available at this time, that any current pending legal proceedings, individually or in the aggregate, will have a material
adverse effect on our business, financial condition, or results of operations.

Item 4—Submission of Matters to a Vote of Security Holders
Not applicable.
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PART 11

Item 5—Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

The no par value common stock trades on the NASDAQ National Market under the symbol “EIHI”. As of March 12,
2008, there were 601 registered holders of record of our common stock.

During 2007, the Company paid a quarterly dividend of $0.05/share. Any payment of dividends in the future on the
commen stock is subject to determination and declaration by the Company’s Board of Directors, who will take into
consideration the Company’s financial condition, results of operations and future prospects. Additionally, the Company is
prohibited from declaring or paying any dividends during the three years following the conversion/merger transaction, unless
such dividends are approved by the Insurance Department,

The table below sets forth information with respect to the amount and frequency of dividends declared on our common
stock, It is currently expected that cash dividends will continue to be paid in the future.

Date of Declaration

by EIHI Board Type of and Amount of Dividend Record Date for Payment -Payment Date

April 11, 2007 Regular $0.05 cash per share . April 23, 2007 May 3, 2007
June 21, 2007 Regular $0.05 cash per share July 2, 2007 July 15, 2007
September 26, 2007 Regular $0.05 cash per share October 1, 2007 Qctober 15, 2007
December 5, 2007 Regular  $0.05 cash per share December 14, 2007 December 28, 2007

Information regarding restrictions and limitations on the payment of cash dividends can be found in Item 7,
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” in the “Financial Condition,
Ligquidity and Capital Resources™ section.

The table below sets forth the high and low sales prices of our common stock for each quarterly period as reported by
the NASDAQ for the year ended December 31, 2007 and the period from June 19, 2006 to December 31, 2006.

Low High

Istquanter 2007 ..o e $14.19  $14.99
20d quarter 2007 ... $1451 $16.01
I quanter 2007 . $13.78  $16.00
A quarter 2007 . . L $15.15  $17.66

Low =~ _Migh
Period from June 19,2006 to June 30,2006 .. ... ... .. ... . .. . . i, $11.41  $12.80
Idquarter 2006 . ... e 51270 $14.95
4 quarter 2006 . . . ... $14.01  $15.02

The Company adopted the Eastern Insurance Holdings, Inc. 2006 Stock Incentive Plan (the “Stock Incentive Plan”) on
December 18, 2006. Under the terms of the Stock Incentive Plan, stock awards may be made in the form of incentive stock
options, non-qualified stock options or restricted stock. The following table provides the total number of stock awards
outstanding, including the weighted average exercise price, as of December 31, 2007:

Equity Compensation Plan Information

Number of securities
remaining available for
Number of securities to be  Weighted-average future issuance under

issued upon exercise of exercise price of equily compensation plans
outstanding options, outstanding options, (excluding securities
M warrants and rights warrants and rights reflected in column (a))
(a) (b) (e)

Equity compensation plans approved by security

holders .. ...... ... .. i 630,264 $14.37 275,370
Equity compensation plans not approved by security

holders........ ... ... ... ... .. . ... — _— —

Total ... e 630,264 $14.37 275,370
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Set forth below is a line graph comparing the dollar change in the cumulative total shareholder return on the Company’s
common stock for the year ended December 31, 2007 compared to the cumulative total return of the NASDAQ Composite
Index and the cumulative total return of the SNL Insurance Underwriter Index. The chart depicts the value on December 31,

2007 of a $100 investment made on June 19, 2006.
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Period Ending
06/19/06  12/31/06  03/31/07 06/30/07 0930007 12731707
.. 100,00 127.61 131,29 140.17 13682 146.38
.. 10000 11632 11475 12335 12801 125.68
.. 100.00 11630 11578 12076 11842 116.88




Unregistered Sales of Equity Securities and Use of Proceeds
Issuer Purchases of Equity Securifies

On February 15, 2007, the Company’s Board of Directors authorized the repurchase of up to 5 percent of the
Company’s issued and outstanding shares of common stock for the purpose of funding the issuance of stock under the
Eastern Insurance Holdings, Inc. 2006 Stock Incentive Plan. On August 2, 2007, the Company’s Board of Directors
authorized the repurchase of additional shares of the Company’s outstanding common stock up to an aggregate of 1,046,500
shares, which represents the total number of shares of common stock for which awards may be granted under the Company’s

Stock Incentive Plan. On September 27, 2007, the Company’s Board of Directors increased the share repurchase
authorization to 2,046,500 shares.

The following table presents information with respect to those purchases of our common stock made during the year
ended December 31, 2007:

Maximum number

(or approximate

Total number of dollar value) of
shares purchased as  shares that may yet
part of publicly be purchased under

Total number of  Average price announced plans the plans or
Period shares purchased paid per share or programs programs
January 1-31,2007 ... ... ... o oL, — N/A N/A N/A
February 1-28,2007 .. ........ .. ... ... ....... 10,355 $14.40 10,355 557.197
March 1-31.2007 ... ... .. .. .. .. ... ... .. 61,868 $14.46 61,868 495,329
April 1-30,2007 ... .. 1,100 $15.00 1,100 494,229
May 1-31,2007 ... ... 29,319 $14.73 29,319 464,910
June 1-30,2007 ... ... 262,578 $15.22 262,578 202,332
July 1-31,2007 ... ... 128,088 $15.18 128,088 74,244
August 1-31,2007 ... 243,004 $15.18 243,004 310,188
September 1-30,2007 ... ... ... ... 135,689 $15.49 135,689 1,174,499
October 1-31,2007 ... .. ... ... .. ... .. ........ 99,700 $15.96 99,700 1,074,799
November 1-30,2007 .. .. ... . .. .. .. ... ... 38,933 $16.17 38,933 1,035,866
December 1-31,2007 ......... ... ... ......... 6,231 $16.17 6,231 1,029,635

Total ..o 1,016,865 $15.33 1,016,865

Item 6—Selected Financial Data

The following table sets forth selected historical financial information for the Company for the years ended and as of the
dates indicated. This information comes from the Company’s consolidated financial statements. The information presented
for the year ended December 31, 2006 includes the results of ELH for the entire year and the results of EIHI and EHC and its
subsidiaries for the period from June 17, 2006 to December 31, 2006. The information presented as of December 31, 2005,
2004 and 2003 and for the years then ended represents the financial condition and results of operations of ELH for the
respective periods. You should read the following selected financial information along with the information contained in this
annual report, including Part II, ltem 7 of this annual report entitled “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and the consolidated financial statements and related notes and the reports of the
independent registered public accounting firm included in Part I, ltem 8 and elsewhere in this report. These historical results
are not necessarily indicative of results to be expected from any future period (in thousands, except per share and share
amounts).
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At or for the Years Ended December 31,

2007 2006 2005 2004 2003
Income Statement Data:
Direct premiums WOLEN .. ...vovt e e $ 104263 3 75011 § 40,994 § 40,790 § 43911
Reinsurance premiums assumed .. ....... ... ... ... 43,183 17.836 — — —
Net premiums Written . .............. . iviieenren, 131,889 67,529 38,700 39,070 41,678
Net premiumsearned ... ...t enaaeiii s $ 129495 § 74919 § 38,702 $ 39,057 $ 41714
Investment income, net of expenses ................... 12,428 8,992 3,815 3,724 4,361
Net realized investment gains . .......... . ciivuninnnns 2,888 2,757 445 1,271 662
OthEr TEVEIUE . . oottt e et iianaanns 683 313 1,066 946 978
TOtaAl TEVETIUE & v o et ettt e aeannans $ 145494 $ 86981 $ 44,028 § 44998 § 47,715
Expenses:
Lossesand LAEincurred ............. ... ... ... 5 73,588 % 47913 $ 27,000 § 25932 § 25379
Acquisition and other underwriting expenses ........ 17,056 7,242 5452 5,670 5,575
Other eXpenses .. ... v v e 21,801 14,390 9,674 10,601 14,615
Amortization of intangibles . ............... ... ... 1,738 1,087 — — —
Policyholder dividend expense ................... 543 239 — — —
Segregated portfolio dividend expense (1) .......... 4,423 2,890 — — —
Total eXPenses .. ...ovvennniiiniaan e $ 119,149 § 73,761 $ 42216 § 42,203 § 45,569
Income before inCOMEtaxes ..........vireienneninnn. $ 26,345 §$ 13,220 $ 1,812 § 2795 § 2146
INCOME taX BXPENSE .. oo vvr e it eiin e 7,662 4,942 685 1,012 709
NELINCOMIE « © o v ettt e e et e e e e ettt b 18683 § 8278 $ 1,127 % 1,783 $§ 1437
Selected Balance Sheet Data (at period end):
Total investments and cash and cash equivalents . ........ $ 209061 § 288,288 $ 82319 § 85,168 § 85,252
TOtAl ASSEIS « vttt ve ettt 385,518 368206 111,225 111,673 113,854
Reserves for unpaid losses and loss adjustment expenses . . 129,788 126,467 44,137 43,384 46,026
Unearned premiums . ... ... .o vuneiinniinamcnnnenne, 39,826 34,600 05 98 88
Total liabilities . . ......ccovivineeenn. PR 207,687 194,462 49,116 49,132 51,498
Total shareholders’ equity ........ ... i, 177,831 173,744 62,109 62,541 62,355
U.S. GAAP Ratios:
LOSS MO (2) o\ttt 56.8% 64.0% 70.0% 66.4% 60.8%
Expense ratio (3) ... ... i 35.2% 34.5% 39.1% 41.7% 48.4%
Combinedratio(4) ... ... 92.0% 98.5% 109.1% 108.1% 109.2%
Per-share Data:
Basic earningspershare ............ oo, $ 1.82 § 0.67 N/A N/A N/A
Diluted earnings pershare . ... ... ... ... .. $ 1.76  § 0.65 N/A N/A N/A
Cash dividends pershare . ...... ... ..o innnn. $ 020 % — N/A N/A N/A
Weighted Average Shares:
BasiC ottt 10,264,369 10,623,182 N/A N/A N/A
DATILEA . . ot e ettt e e i ie e 10,604,349 10,929,281 N/A N/A N/A

(1) The net income of the segregated portfolio reinsurance segment is recorded as a segregated portfolio dividend expense,
which represents the dividend earned by the segregated portfolio dividend participants during the period.
(2) Calculated by dividing losses and loss adjustment expenses incurred by net premiums earned.
(3) Calculated by dividing the sum of acquisition and other underwriting expenses, other expenses, amortization of
intangibles, policyhotder dividend expense, and segregated portfolio dividend expense by net premiums earned.

(4) The sum of the loss and loss adjustment expense ratio and expense ratio.
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Item 7—Management’s Discussion and Analysis of Financial Condition and Results of Operations

As a result of the acquisition of EHC on June 16, 2006, the Company’s financial results for the year ended
December 31, 2006 include the results of operations for the workers’ compensation insurance, segregated portfolio cell
reinsurance, and specialty reinsurance segments for the period from June 17, 2006 to December 31, 2006. The Company’s
financial results for the year ended December 31, 2005 represent the results of operations of the group benefits insurance
segment.

Overview

The Company reported net income of $i8.7 million for the year ended December 31, 2007, reflecting positive operating
results in the workers’ compensation insurance and group benefits insurance segments. The workers’ compensation insurance
segment reported net income of $17.1 million and the group benefits insurance segment reported net income of $4.8 million
for the year ended December 31, 2007. The specialty reinsurance segment reported a net loss for the year ended
December 31, 2007, primarily related to adverse development on prior year reserves for losses and LAE of $4.8 million.
Purchase accounting adjustments increased consolidated net income by $1.5 million for the vear ended December 31, 2007,
compared to a decrease of $2.0 million for the year ended December 31, 2006.

Workers® Compensation Insurance

The workers’ compensation insurance segment reported a combined ratio of 65.6% for the year ended December 31,
2007, compared to a combined ratio of 79.1% for the year ended December 31, 2006. The decrease in the combined ratio
primarily reflects the impact of purchase accounting adjustments and a decrease in the loss ratio, before the effects of
purchase accounting, from 2006 to 2007. Purchase accounting decreased the combined ratio by 0.4 points in 2007, compared
1o increasing the combined ratio by 8.7 points in 2006. The loss ratio, before the effects of purchase accounting, decreased
from 53.6% in 2006 to 45.8% in 2007, which primarily reflects favorable development on prior year reserves for unpaid
losses and LAE of $8.4 million during 2007.

Segregated Portfolio Cell Reinsurance

The segregated portfolio cell reinsurance segment reported a combined ratio of 83.5% for the year ended December 31,
2007, compared to a combined ratio of 74.1% for the year ended December 31, 2006. The increase in the combined ratio
primarily reflects the impact of purchase accounting adjustments and an increase in the loss ratio, before the effects of
purchase accounting, from 2006 to 2007. Purchase accounting adjustments decreased the combined ratio by 0.9 points in
2007. compared to 3.8 points in 2006. The loss ratio, before the effects of purchase accounting, increased from 45.3% in
2006 to 50.6% in 2007. The resulis of operations of the segregated portfolio cell reinsurance segment are recorded to
segregated portfolio cell dividend expense. As of December 31, 2007, there are 13 segregated portfolio cells, of which two
are in run-off,

Group Benefits Insurance

The group benefits insurance segment reported a combined ratio of 94.4% for the year ended December 31, 2007,
compared to a combined ratio of $5.7% for the year ended December 31, 2006. The decrease in the combined ratio primarily
reflects an improvement of 4.5 points in the expense ratio from 2006 to 2007, offset by an increase in the loss ratio on the
dental line of business. The improvement in the expense ratio primarity reflects the impact of the Company’s efforts to
integrate the workers' compensation and group benefits operations and the increase in the group benefits insurance segment’s
net premiums earned. The increase in the dental loss ratio primarily reflects the impact of new business written, which
typically has a higher loss ratio than renewal business.

Specialty Reinsurance

The specialty reinsurance segment reported a combined ratio of 122.0% for the year ended December 31, 2007,
compared to a combined ratio of 135.9% for the year ended December 31, 2006. Purchase accounting adjustments increased
the combined ratio by 3.6 points in 2007, compared to 23.8 points in 2006. Excluding the effect of purchase accounting, the
loss ratio increased from 77.0% in 2006 to 85.0% in 2007, As noted above, the increase in the loss ratio primarily reflects the
adverse development on prior year reserves for unpaid losses and LAE during 2007.
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Principal Revenue and Expense Items

The Company derives its revenue primarily from net premiums eamed, including assumed premiums earned, net
investment income and net realized investment gains.

Direct and net premiums written. Direct premiums written is the sum of both direct premiums and assumed premiums
before the effect of ceded reinsurance. Direct premiums written include all premiums billed during a specified policy period.
Net premiums written is the difference between direct premiums written and premiums ceded or paid to reinsurers (ceded
premiums written). In the segregated portfolio cell reinsurance segment, assumed premiums are derived from insurance
contracts written by the Company and ceded to the segregated portfolio cells. In the specialty reinsurance segment, assumed
premiums are premiums that are received from a third party under a reinsurance agreement, which are reported to the
Company directly from the broker one quarter in arrears.

Net premiums earned. Net premiums earned are the earned portion of the Company’s net premiums written. Premiums
are earned over the term of the related policies. At the end of each accounting period, the portion of the premiums that are not
yet earned are included in unearned premiums and are realized as revenue in subsequent periods over the remaining term of
the policy. The Company’s workers’ compensation policies typically have a term of twelve months. Thus, for example, for a
policy that is written on July 1, 2006, one-half of the premiums would be earned in 2006 and the other half would be earned
in 2007. Workers’ compensation premiums are determined based upon the payroll of the insured, the applicable premium
rates and, where applicable, an experience based modification factor. An audit of the policyholders™ records is conducted
after policy expiration, to make a final determination of applicable premiums. Included with net premiums earned is an
estimate for earned but unbilted final audit premiums. The Company can estimate earned but unbilled premiums because it
keeps track, by policy, of how much additional premium is billed in final audit invoices as a percentage to estimate the
probable additional amount that it has earned but not yet billed as of the balance sheet date. The majority of the Company's
group benefits insurance policies are billed on a monthly basis with premiums being eamned in the month in which coverage
is provided. As a result, there is minimal unearned premium related to the group benefits insurance policies as of the balance
sheet date.

Net investment income and realized gains and losses on investments. The Company invests its surplus and the funds
supporting its insurance liabilities (including unearned premiums and unpaid losses and LAE) in cash, cash equivalents, fixed
income securities, convertible bonds, equity securities, and other long-term investments. Investment income includes interest
earned on invested assets and the change in equity interest of limited partnerships included in other long-term investments.
Realized gains and losses on invested assets are reported separately from net investment income. The Company recognizes
realized gains when invested assets are sold for an amount greater than their cost or amortized cost (in the case of fixed
income securities) and recognizes realized losses when investment securities are written down as a result of an other than
temporary impairment or sold for an amount less than their cost or amortized cost. Realized gains and losses also include the
change in fair value of convertible bonds.

Other revenue. Other revenue includes claim administration, risk management, and cell rental fees earned. There are
other revenue itemns that the Company recognizes on a segmental basis that are eliminated in consolidation. Such items
consist primarily of fees paid by the segregated portfolio cells to oiher entities within the consolidated group. The segregated
portfolio cells recognize an expense for such items (included as part of its ceding commission) and a corresponding revenue
item is recognized by the affiliate providing the service. For segment reporting purposes, such revenue items primarily
include claims administration, risk management, and cell rental fees. Fronting fees are included in acquisition and other
underwriting expenses as an offset to the direct costs incurred. For segment reporting purposes, such fees are recognized
ratably over the period in which the service is provided, which generally corresponds to the earned portion of net premiums
written for the underlying policies.

The Company’s expenses consist primarily of losses and LAE, acquisition and other underwriting expenses,
policyholder dividends, other expenses, and income taxes.

Losses and LAE. Losses and LAE represent the largest expense item and include: (1) claim payments made,
(2) estimates for future claim payments and changes in those estimates for prior periods, and (3) costs associated with
investigating, defending and adjusting claims.

Acquisition and other underwriting expenses. In the workers’ compensation and group benefits insurance segments,
expenses incurred to underwrite risks are referred to as acquisition and other underwriting expenses, which consist primarily
of commissions, premium taxes and fees and other underwriting expenses incurred in acquiring, writing and administering
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the Company’s business as well as required payments to the Security Fund. There were no Security Fund assessments
incurred by the Company in 2007 or 2006. In the segregated portfolio cell reinsurance and specialty reinsurance segments,
acquisition and other underwriting expenses consist of ceding commissions earned under the respective reinsurance
agreements. Ceding commissions received are netted against acquisition and other underwriting expenses.

Other expenses. Other expenses consist of general administrative expenses such as salaries, rent, office supplies,
depreciation and all other operating expenses not otherwise classified separately. Other expenses alsc include interest
expense related primarily to the Company’s junior subordinated debt.

Policyholder dividend expense. Policyholder dividends represent the amount of dividends incurred during the period
that are expected to be returned to policyholders. The dividend expense is based on the loss experience of the underlying
workers’ compensation insurance policy.

Income tax expense. EIH] and certain of its subsidiaries pay federal, state and local income taxes. Income tax expense
includes an amount for both current and deferred income taxes. Current income tax expense includes an amount for the
Company’s current year federal income tax liability and any adjustments related 1o differences between the prior year federal
income tax estimate and the actual income tax expense reported in the federal income tax return. Deferred tax expense
represents the change in the Company’s net deferred tax asset, exclusive of the tax effect related to changes in unrealized
gains and losses in the Company’s investment portfolio and changes in the unrecognized amounts related to the Company’s
benefit plan liabilities.

Key Financial Measures

The Company evaluates its insurance operations by monitoring certain key measures of growth and profitability. The
Company measures growth by monitoring changes in direct premivms writien and net premiums written. The Company
measures underwriting profitability by examining loss, expense and combined ratios. On a segmental basis, the Company
measures a segment’s operaling results by examining net itncome, diluted eamings per share, and return on average equity.

Loss ratio. The loss ratio is the ratio (expressed as a percentage) of losses and LAE incurred to net premiums earned and
measures the underwriting profitability of a company’s insurance business. The Company measures the loss ratio on an
accident year and calendar year loss basis to measure underwriting profitability. An accident year loss ratio measures losses
and LAE for insured events occurring in a particular year, regardless of when they are reported, as a percentage of net
premiums earned during that year. A calendar year loss ratio measures losses and LAE for insured events occurring during a
particular year and the change in loss reserves from prior accident years as a percentage of net premiums earned during that
year,

Expense ratio. The expense ratio is the ratio {expressed as a percentage) of the sum of the acquisition and other
underwriting expenses and other expenses to net premiums earned, and measures the Company’s operational efficiency in
producing, underwriting and administering its insurance business.

Policyholder dividend expense ratio. The policyholder dividend expense ratio is the ratio (expressed as a percentage) of
policyholder dividend expense to net premiums earned and measures the impact of the Company’s policyholder dividend
policies on its workers’ compensation insurance segment,

Combined ratio. The combined ratio is the sum of the loss ratio, expense ratio and policyholder dividend expense ratio
and measures the Company’s overall underwriting profit. If the combined ratio is below 100%, the Company is making an
underwriting profit. If the Company’s combined ratio is at or above 100%, the Company is not profitable without investment
income and may not be profitable if investment income is insufficient.

Net premiums writien to statutory surplus ratio. The net premiums written to statutory surplus ratio represents the ratio
of net premiums written to statutory surplus. This ratio measures the Company’s insurance subsidiaries exposure to pricing
errors in its current book of business. The higher the ratio, the greater the impact on surplus should pricing prove inadequate.

Net income, diluted earnings per share, and return on average equity. The Company uses net income and diluted
earnings per share to measure its profits and return on average equity to measure its effectiveness in utilizing shareholders’
equity to generate net income. In determining return on average equity for a given year, net income is divided by the average
of the beginning and ending shareholders’ equity for that year.
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Critical Accounting Policies and Estimates

The preparation of financial statements in accordance with U.S. GAAP requires both the use of estimates and judgment
relative to the application of appropriate accounting policies. The Company is required to make estimates and assumptions in
certain circumstances that affect amounts reported in the consolidated financial statements and related footnotes. The
Company evaluates these estimates and assumptions on an on-going basis based on historical developments, market
conditions, industry trends and other information that is believed to be reasonable under the circumstances. There can be no
assurance that actual results will conform to the estimates and assumptions and that reported results of operations will not be
materially adversely affected by the need to make accounting adjustments to reflect changes in these estimates and
assumptions from time to time. The Company believes the following policies are the most sensitive to estimates and
judgments.

Reserves for Unpaid Losses and LAE

The Company establishes reserves for unpaid losses and LAE for its workers’ compensation, segregated portfolio cell
reinsurance, group benefits insurance, and specialty reinsurance products, which are estimates of future payments of reported
and unreported claims for losses and related expenses. The adequacy of the Company’s reserves for unpaid losses and LAE
are inherently uncertain because the ultimate amount that the Company may pay under many of the claims incurred as of the
balance sheet date will not be known for many years. Establishing reserves is an imprecise process, requiring the use of
informed estimates and judgments. The Company’s estimates and judgments may be revised as additional experience and
other data becomes available and are reviewed as new or improved methodologies are developed, or as current laws change.
Any such revisions could result in future changes in estimates of losses or reinsurance recoverables and would be reflected in
the Company’s results of operations in the period in which the estimates are changed. Estimating the ultimate claims liability
is necessarily a complex and judgmental process inasmuch as the amounts are based on management’s informed estimates
and judgments using data currently available. 1f the Company’s ultimate losses, net of reinsurance, prove to differ
substantially from the amounts recorded as of December 31, 2007, the related adjustments could have a material adverse
effect on the Company’s financial condition, results of operations or liguidity.

Workers’ Compensation Insurance

On a quarterly basis, the Company prepares actuarial analyses to assess the reasonableness of the recorded reserves for
unpaid losses and LAE in its workers’ compensation insurance segment. These actuarial analyses incorporate various
methodologies, including paid loss development, incurred loss development and a combination of other actuarial
methodologies that incorporate characteristics of incurred and paid methodologies combined with a review of the Company’s
exposure base. The recorded amount in each accident year is then compared to the results of these methodologies. with
consideration being given to the age of the accident year. As accident years mature, the various methodologies generally
produce consistent loss estimates. For more recent accident years, the methodologies produce results that are not as
consistent. Accordingly, more emphasis is placed on supplementing the methodologies in more recent accident years with
trends in exposure base, medical expense inflation, general inflation, severity, and claim counts, among other things.

The Company’s reserves for unpaid losses and LAE in its workers” compensation insurance segment as of
December 31, 2007 and 2006 are summarized below (in thousands):

2007 2006
S TESEIVES o v v e e e e e e e e e et e e e et e e e e e e $19915 $18,057
Case incurred development, IBNR and unallocated LAE reserves ..................... 25.295 25910
AMOUNE OF diSCOUMT . .. Lttt et (2,375) (2,183)
Net reserves before reinsurance recoverables and purchase accounting ................. 42,835 41,784
Reinsurance recoverables on unpaid lossesand LAE .. ... ... ... . .. oo 2,709 1,475
Purchase accounting adjusiments . ... ... ...t ot 941 1,699
Reserves forunpaid lossesand LAE ... ... .. i 546,485  $44,958

In its workers’ compensation segment, the Company records reserves for estimated losses under insurance policies and
for LAE related to the investigation and settlement of policy claims. The Company’s reserves for unpaid losses and LAE
represent the estimated cost of reported and unreported losses and LAE incurred and unpaid at a given point in time. In
establishing its workers' compensation reserves, the Company uses loss discounting, which involves recognizing the time
value of money and offsetting estimates of future payments by future expected investment income.
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When a claim is reported, the Company’s claims adjusters establish a case reserve, which consists of anticipated
medical costs, indemnity costs and certain defense and cost containment expenses that the Company refers to as allocated
loss adjustment expenses, or ALAE. At any point in time, the amount paid cn a claim, plus the case reserve for future
amounts to be paid, represents the claims adjuster’s estimate at that time of the total cost of the claim, or the case incurred
amount. The case reserve for each reported claim is based upon various factors, including:

*  type of loss;

*  severity of the injury or damage;

< age and occupation of the injured employee;

*  estimated length of temporary disability;

*  anticipated permanent disability;

+  expected medical procedures, costs and duration;

*  knowledge of the circumstances surrounding the claim;

*  insurance policy provisions, including coverage, related to the claim;

» jurisdiction of the occurrence; and

»  other benefits defined by applicable statute.

The case incurred amount can vary over time due to changes in expectations with respect to medical treatment and
outcome, length and degree of disability, employment availability and wage levels and judicial determinations. As changes
occur, the case incurred amount is adjusted. The initial estimate of the case incurred amount can vary significantly from the
amount ultimately paid, especially in circumstances involving severe injuries with comprehensive medical treatment.

Changes in case incurred amounts, or case incurred development, is an important component of the Company’s historical
claim data.

In addition to case reserves, the Company establishes loss and ALAE reserves on an aggregate basis for case incurred
development and IBNR claims. Case incurred development and IBNR reserves are primarily intended to provide for
aggregate changes in preexisting case incurred amounts and, secondarily, as the unpaid cost of IBNR claims for which an
initial case reserve has not been established.

The third component of the Company’s reserves for unpaid losses and LAE is unallocated loss adjustment expense, or
ULAE. The Company’s ULAE reserve is established for the costs of future unailocated loss adjustment expenses for known
and unknown claims. The Company’s ULAE reserve covers primarily the estimated cost of administering claims.

In estimating case incurred development and IBNR reserves, the Company performs most of its detailed analysis on a
net of reinsurance basis, and then considers expected recoveries in arriving at its recorded amounts for unpaid losses and
LAE. To estimate such reserves, the Company relies primarily on the analysis of claims in its | 1-year workers’ compensation
insurance history. Using standard actuarial methods, the Company estimates reserves based on histerical patterns of case
development, payment patterns, mix of business, premium rates charged, case reserving adequacy, operational changes,
adjustment philosophy and severity and duration trends. However, the number of variables and judgments involved in
establishing reserve estimates, combined with some random variation in loss development patterns, results in uncertainty
regarding projected ultimate losses.

To estimate reserves, the Company stratifies its data using variations of the following different categorizations of
claims:

*  All loss and LAE data developed together;

*  Lost time claims developed independently;

. Medical only claims developed independently;

= The indemnity portion of lost time ctaims developed independently;

»  The medical portion of a lost time ¢claim and medical only claims developed together; and

*»  LAE developed independently.
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The term “developed together” refers to the summation of the claims data for a particular data stratification. For
example, “All loss and LAE data developed together” represents all loss and LAE data of the Company, regardless of
medical, indemnity or expense components, developed together using the historical data for this particular data stratification.
The term “developed independently” refers to a specific data element. For example, “The indemnity portion of lost time
claims developed independently” represents the development of the indemnity portion of a claim separately using historical
data for this particular type of claim. Developing claims using different data stratifications allows the Company to identify
trends for a specific group of claims that would not necessarily be readily identifiable if the data were included with other
types of claim information. For example, developing the medical portion of a claim separately may allow the Company to
identify a medical inflation trend that may not have been evident if it had been included with indemnity claim information.
The combination of the different data stratifications and standard actuarial methods, including the following, produce
different actuarial indications for the Company to evaluate:

Incurred Loss Development Method. The incurred (case incurred) loss development method relies on the assumption
that, at any given state of maturity, ultimate losses can be predicted by multiplying cumulative reported losses {paid
losses plus case reserves) by a cumulative development factor. The validity of the results of this method depends on the
stability of claim reporting and settlement rates, as well as the consisiency of case reserve levels. Case reserves do not
have to be adequately stated for this method to be effective; they only need io have a fairly consistent level of adequacy
at all stages of maturity. “Age-to-age loss development factors (“LLDFs”) are calculated to measure the relative
development of an accident year from one maturity point to the next,

Paid Loss Development Method. The paid loss development method is mechanically identical to the incurred loss
development method described above. The paid method does not rely on case reserves or claim reporting patterns in
making projections. The validity of the results from using a paid loss development approach can.be affected by many
conditions, such as internal claim department processing changes, legal changes or variations in a company’s mix of
business from one year to the next. Also, since the percentage of losses paid for immature years is often low,
development factors are more volatile. A small variation in the number of claims paid can have a leveraging effect that
can lead to significant changes in estimated ultimate liability for losses and LAE. Therefore, ultimate values for
immature accident years are often based on alternative estimation techniques.

Bornhuetter-Ferguson Methodology. The Bornhuetter-Ferguson expected loss projection method based on reported loss
data relies on the assumption that remaining unreported losses are a function of the total expected ultimate losses rather
thar a function of the currently reported losses. The expected ultimate losses in this analysis are based on historical
results, adjusted for known pricing changes and inflationary trends. The expected ultimate losses are multiplied by the
unreported percentage to produce expected unreported losses. The unreported percentage is calculated as one minus the
reciprocal of the selected cumulative incurred LDFs. Finally, the unreported losses are added to the current reported
losses to produce ultimate losses. The Bornhuetter-Ferguson method is most useful as an alternative to other models for
immature accident years. For these immature accident years, the amounts reported or paid may be small and unstable
and therefore not predictive of future development. Thercfore, future development is assumed to follow an expected
pattern that is supported by more stable historical data or by emerging trends. This method is also useful when changing
reporting patterns distort historical development of losses.

The Bornhuetter-Ferguson method can also be applied with paid losses.

In estimating ULAE reserves, the Company reviews past loss adjustment expenses in relation to paid claims and
estimated future costs based on expected claims activity and duration. The sum of the Company’s net loss and ALAE
reserve, and ULAE reserves represents its total net reserve for unpaid losses and LAE.

In determining management’s best estimate, the Company considers the various accident year loss indications produced
by the actuarial methods. Considering the results of the methods, the inherent strengths and weaknesses of each method as
described above, as well as other statistical information such as ultimate loss ratios, ultimate loss to exposure ratios and
average ultimate claim values, the Company determines and records its best estimate of unpaid losses and ALAE.
Management believes its best estimate of recorded reserves for unpaid losses and LAE is representative of the inherent
uncertainty surrounding reserving for a long-tail line of business such as workers’ compensation as well as the relative
immature accident year historical experience of its workers’ compensation insurance segment, which completed its first full
year of operations in 1998,

As of December 31, 2007, the Company’s best estimate of its ultimate liability for losses and LAE, net of amounts
recoverable from reinsurers and before purchase accounting adjustments, for its workers’ compensation insurance segment
was $42.8 million. This amount was determined based on methods which were viewed to be better predictors than other
methods.
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Given the long reporting and paid development patterns, the tail factors used to project actual current losses to ultimate
losses for claims covered by the Company’s workers’ compensation policies require considerable judgment. Management
believes that its selected tail factors represent the most likely loss development based on historical loss payment patterns as
well as the current legal and economic environment. The actual tail factor could vary from the tail factor selected. Following
is a sensitivity analysis of the Company’s workers’ compensation reserves to reasonably likely changes in the tail factors
used to project actual current losses to ultimate losses (doliars in thousands):

Percentage of
Increase (Decrease) impact on Net Shareholders’
Change in Tail Factor Assumption in Net Reserves Income Equity
20 basis poinliNCrease ... ..ot $ 2,791 $(1,814) -1.0%
10 basis pointincrease ................ it $ 1,402 $ (912) -0.5%
10 basis pointdecrease .. ...... ... ... i i $(1,.417) $ 921 0.5%
20 basis point decrease . ... ...ooven i e $(2,849) $ 1,852 1.0%

The estimates above rely on substantial judgment. There is inherent uncertainty in estimating reserves for unpaid losses
and LAE. It is possible that the actual losses and LAE incurred may vary significantly from the Company’s estimates.

Segregated Portfolio Cell Reinsurance

The Company’s reserves for unpaid losses and LAE in its segregated portfolio cell reinsurance segment as of
December 31, 2007 and 2006 are summarized below (in thousands):

2007 2006
5B TRSEIVES v vt e et st e e e e e e e et e e e e e e $ 8906 $ 8216
Case incurred development, IBNR and unallocated LAE reserves ... .................. 13,083 13,992
Amount of disCoOUNt . .. ... . e e (1,099 (1,125)
Net reserves before reinsurance recoverables and purchase accounting ................. 20,890 21,083
Reinsurance recoverables on unpaid lossesand LAE ........... ... ... .. .. . ... ... 2,033 2,893
Purchase accounting adjustments . .......... . . i i e 161 o7
Reserves for unpaid losses and loss adjusunent expenses ....................coounn.. $23,084  $23.879

The Company estimates and records reserves for its segregated portfolio cell reinsurance segment in the same manner as
for its workers’ compensation insurance segment.

The reporting and paid loss development patterns in the segregated portfolio cell reinsurance segment are also consistent
with that of the workers’ compensation insurance segment. Accordingly, the tail factors used to project actual current losses
to ultimate losses for claims covered in the Company’s segregated portfolio cell reinsurance segment require considerable
judgment. The difference between total revenue for the segregated portfolio cell reinsurance segment for each period and the
sum of losses and LAE, underwriting expenses, policyholder dividend expenses and other expenses is accrued as a
segregated portfolio dividend expense. Accordingly, any change in the reserve for unpaid losses and LAE is recorded to the
segregated portfolio dividend payable / receivable account and would only impact the Company’s net income or
shareholders’ equity if it were a segregated portfolio cell dividend participant.

Group Benefits

The reserves for unpaid losses and LAE includes an estimate of future amounts for reported but unpaid and IBNR
claims related to the Company’s dental, long-term disability, short-term disability and term life products, as well as an
estimate of the costs associated with investigating, processing and paying the related claims.

The Company utilizes a number of methodologies, explained below, to estimate its reserves for unpaid losses in its
group benefits insurance segment. These methods include the lag factor development, loss ratio, and tabular reserve methods,

Lag Factor Development Method. The lag factor development method is used to estimate the reserve for insurance
products that are “short-tail” by nature, in which claims related to the products are settled shortly after they are reported by
the insured. The method uses historical paid claims data 1o estimate the reserve for claims in the course of settlement
(reported claims) and IBNR claims, The method involves the use of a claim model, or a loss triangle, in which paid claims
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data is aggregated into categories based on the dates on which the claims in question were incurred and paid. Data in the loss
triangle is reviewed to evaluate historical claim payment patterns. A point estimate is then determined based on the historical
claim payment patterns.

Loss Ratio Method. The loss ratio method involves the use of historical loss ratios to estimate the reserve for unpaid
claims. Under the loss ratio method, the reserve is determined by multiplying the selected loss ratio, which is based on
historical loss ratio trends, by the amount of net earned premium or the in-force premium at the valuation date.

Tabular Reserve Method. The tabular reserve method is used to estimate the reserve for insurance products that are
longer tail by nature and for which the claim payment patterns are relatively predictable. Under the tabular reserve method,
the reserve for reported but unpaid claims is estimated using industry-standard valuation tables. These tables incorporate
expected death and recovery rate assumptions (based on an insured’s age and length of disability) that impact the reserve for
unpaid claims.

The Company’s reserves for unpaid losses and LAE in its group benefits insurance segment, by line business, as of
December 31, 2007 and 2006, were as follows (in thousands):

2007 2006
57T 11 | O $ 2075 § 1,634
Short-term disability . ... ... . e e 1,005 1,141
Long-term disability . ... ... . e 8,165 9,210
e I e « e e 4,392 5,310
8 {27 O 245 245
Net reserves forunpaid losses and LAE .. ... ... . o i 16,382 17,540
Reinsurance recoverable on unpaid lossesand LAE ... ... ... .. .. ... .o oo 18,900 20,289
Reserves forunpaid losses and LAE ... .. i ans $35,282  $37,829

Dental Reserves

The dental reserves represent the Company’s estimate of future amounts due on in-process and IBNR dental claims. The
Company estimates its dental reserves using a combination of the lag factor development method and the loss ratio method,
which results in the development of a point estimate. The loss ratio method is generally applied to the last three months (or
most recent quarter), based on recent loss ratio trends. Due to the small size of the Company’s dental block of business, the
recorded dental reserve represents the point estimate plus an amount for adverse development equal to 10% of the point
estimate.

Short-Term Disability Reserves

The short-term disability reserves represent the Company’s estimate of future amounts due on in-process and IBNR
short-term disability claims. The Company’s methodology for estimating its short-term disability reserves is consistent with
the methodology for estimating dental reserves.

Long-Term Disability Reserves

The long-term disability tabular reserve represents the Company’s estimate of future amounts due on reported long-term
disability claims. The Company establishes a reserve at the time a long-term disability claim is reported using the 1987
Commissioners Group Disability Table. Due to the long-term nature of long-term disability claims, management discounts
the liabitity using an interest rate that reflects the estimated investment return in the Company’s group benefits insurance
segment that will be earned over the expected life of the claim. In establishing the discount rate, the Company’s management
evaluates the current interest rate environment at the end of each year and, if necessary, adjusts the interest rate for the
following year based on the expected rate of return on new investments. The discount rates for claims incurred in 2007, 2006
and 2005 were 5.25%, 4.75%, and 4.25%, respectively. A lower discount rate results in a higher claim reserve and an
increase in losses and loss adjustment expenses, whereas a higher discount rate results in a lower claim reserve and a
decrease in losses and loss adjustment expenses. The reserve established represents the present value of expected future
claim payments based on the terms of the underlying long-term disability insurance contract. With the exception of the
discount rate, the assumptions that impact the reserve amount, such as recovery, morbidity and mortality rates, are embedded
in the table. The long-term disability IBNR reserve is estimated on a policy-by-policy basis, taking into consideration the
average monthly premium, the policy elimination period, and an expected loss ratio.
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Term Life Reserves

Term life reserves consist of reported but unpaid and IBNR claims on the Company’s term life product, as well as a life
premium waiver reserve. Reported but unpaid life claims represent those claims reported to the Company as of the balance
sheet date for which payment has not yet been made. Term life IBNR claims are estimated based on historical patterns of
losses incurred as a percent of in-force premium as of the balance sheet date.

The term life reported claim reserve represents the Company’s liability for reported but unpaid death benefits and
accidental death or dismemberment (AD&D) claims, The reserve is based on the death or dismemberment benefit of the
underlying term life insurance contract.

The term life IBNR claim reserve represents the Company’s estimate of future amounts to be paid under existing term
life insurance contracts for insured deaths and dismemberments that have occurred but not yet been reported. The Company
estimates the term life IBNR claim reserve by applying a reserve factor to the current in-force volume of life insurance and
AD & D benefits, resulting in the development of a point estimate. The reserve factor is based on past experience and is
evaluated against actual results on an annual basis for reasonableness.

Life premium waiver reserves represent the present value of future life insurance benefits under those term life policies
for which the premiums have been waived due to the insured’s disability and are calculated using the tabular reserve method.
The Company establishes a reserve at the time the insured’s disability is reported using the 2005 Group Term Life Waiver
Reserve Table for claims reported on and after October 1, 2007 and the 1970 Intercompany Group Life Disability Table for
claims reported prior to October 1, 2007.

The term life premium waiver IBNR reserve represents the Company’s estimate of unreported premium waiver claims.
The Company utilizes the lag factor development method to estimate the number of unreported premium waiver claims and
then applies the number of estimated outstanding claims to an average rescrve amount, resulting in the development of a
point estimate.

Specialty Reinsurance

With respect 1o the specialty reinsurance segment, numerous internal and external factors will affect the ultimate
settlements of future claims including, but not necessarily limited to, changes in the cost of environmental remediation,
impacts of relevant federal or state legislation, changes in technology and the resulting impact on costs, and reliance on
ceding companies to handle claims and remit proper loss information in a timely manner. Reserving for assumed reinsurance
requires evaluating loss information received from the ceding company. On a quarterly basis, Eastern Re receives a statement
from the ceding company which includes premium and loss settlement activity for the period with corresponding reserves as
established by the ceding company. Claims reported to the ceding company by insureds are entered into its claim system and
ceded to Eastern Re on a quarterly basis. The claim information received from the ceding company is compiled into loss
development triangles. Generally accepted actuarial methodologies, supplemented by judgment where appropriate, are used
to develop the appropriate IBNR reserves for Eastern Re. Each quarter the Company compares its actual reported losses for
the quarter, and cumulative reported losses since the most recently completed reserve study, to expected reported losses for
the respective period, which may result in the Company increasing its losses and LAE, and its corresponding loss reserves in
that quarter. This information is used as a tool in the judgmental process by which management assesses the overall adequacy
of the reserves for unpaid losses and LAE at Eastern Re. The evaluation of the reserves for unpaid losses and LAE related to
the Company’s specialty reinsurance programs requires that loss development be estimated over an extended pertod of time.
Because the primary insurer under this program changed in 1999 and the claims management philosophy of the two primary
insurers differed, historical loss data for years prior to 1999 is not very useful. Therefore, reliance has been placed on
industry loss development patterns, adjusted to reflect considerations particular to the exposure. The reliance on external
benchmarks, while necessary, creates an additicnal element of uncertainty.

The Company’s reserves for unpaid losses and LAE in its specialty reinsurance segment as of December 31, 2007 and
2006 are surnmarized below (in thousands):

2007 2006
CaSE TESEIVES o ot e e e e e e e e e e e e e e e e e e $10,873 $ 8,985
Case incurred development, IBNR and unallocated LAE reserves ..................... 14,117 10,523
Amountof discount . ...... ... . . . ... e — —
Net reserves before purchase accounting . ... ... ... o i e 24,990 19,508
Purchase accounting adjustments . . ... ... ... .. (53) 293
Reserves for unpaid losses and loss adjustment expenses . ........................... $24937  $19,801
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In its specialty reinsurance segment, the Company categorizes unpaid losses and LAE into case reserves and IBNR
reserves. Case reserves represent unpaid losses reported by the ceding company. The Company updates its reserve estimates
on a quarterly basis using information received from its cedants.

The Company analyzes its ultimate losses and LAE for specialty reinsurance after consideration of the loss experience
on each treaty for each underwriting year on a quarterly basis. The methodologies that the Company employs include, but
may not be limited to, paid loss development methods and incurred loss development methods similar to those described in
the workers’ compensation insurance and segregated port{olio cell reinsurance segments above.

In applying these methods, the Company evaluates loss development trends by underwriting year to determine various
assumptions that are required as inputs in the actuarial methodologies it employs. These typically involve the analysis of
historical loss development trends by underwriting year. In addition, the Company utilizes external or internal benchmark
sources of information for which it dees not have sufficient loss development data to calculate credible trends. The
evaluation of the reserve for unpaid losses and LAE related to the specialty reinsurance segment requires that loss
development be estimated over an extended period of time.

The Company relies on information provided by ceding companties regarding premiums and reported claims, and then
uses that data as a key input to estimate unpaid losses and LAE. Since the Company relies on claims information reported by
ceding companies, the estimation of unpaid losses and LAE for specialty reinsurance includes certain risks and uncertainties
that do not exist with its other segments, and include, but are not necessarily limited to, the following:

*  The reported claims information could be inaccurate, and/or could be subject to significant reporting lags. Such
potential inaccuracies or reporting lags would increase the risk of reserve estimation error.

*  Asignificant amount of time can lapse between the assumption of risk, occurrence of a loss event, the reporting of
the event to an insurance company, often referred to as the primary company or cedant, the subsequent reporting to
the reinsurance company, referred to as the reinsurer, and the ultimate payment of the claim on the loss event by
the reinsurer.

*  Because the primary insurer under these programs changed in 1999, historical loss data is insufficiently developed.
Therefore, reliance has been placed on industry loss development patterns adjusted, based on the management's
judgment, to reflect considerations particular to the exposure. The reliance on external benchmarks, while
necessary, creates an additional element of uncertainty.

Claims reported to the ceding company by insureds are entered into the ceding company’s claim system and ceded to
the specialty reinsurance segment on a quarterly basis. The Company mitigates the above risk by engaging an independent
third party to perform periodic claims reviews of the ceding companies’ detailed claim reports to ensure reported claims
information appears to be reasonably accurate and timely.

As of December 31, 2007, the Company’s best estimate of its ultimate liability for unpaid losses and LAE, before
purchase accounting adjustments, for its specialty reinsurance segment was $25.0 million. This amount was determined
based on methods which were viewed to be belter predictors than other methods.

The evaluation of the reserves for unpaid losses and LAE in the specialty reinsurance segment requires that loss
development be estimated over an extended period of time without the benefit of credible historical loss development
patterns. As the historical loss development data lacks credibility, reliance has been placed on loss development patterns
based on industry loss development patterns judgmentally adjusted to reflect considerations particular to the exposure. The
reliance on external benchmarks, while necessary, creates an additional element of uncertainty. Following is a sensitivity
analysis of the reserves for unpaid losses and LAE to reasonably likely changes in industry loss development factors used to
project current losses to ultimate losses (dollars in thousands):

Percentage of
Increase (Decrease}  Impact on Net  Sharcholders’
Change in Industry Loss Development Factors in Net Loss Reserves Income Equity
100 basis poOINLINCIEASE .. ...\ttt reaa e e $3012 3(1,958) -11%
75 basis POIME INCIEASE . . . ..o\ttt e e e e it ee e iie i ii e enas $ 2,279 $(1,481) -0.8%
50 basis point inCrease ... ... ..ttt $ 1,533 $ (996) -0.6%
25 basis POINLINCIEASE .. ... .ttt i ittt et ens $ 774 3 (503) -0.3%
25 basis pOINt JECTEASE . . ..\ v v i i et inmrea $ (789) $ 513 0.3%
50 basis point decrease . . . ... ... ... $(1,594) $ 1,036 0.6%
T5basis point decrease . .. ... ... $2.417) $ 1,571 0.9%
100 basis POINtAECTEASE . . ..o\ttt it et e e e tnarar i $(3,258) $2,118 1.2%




While management believes that the assumptions underlying the amounts recorded for the reserves for unpaid losses
and LAE as of December 31, 2007 are reasonable, the ultimate net liability may differ materially from the amount period.

“Other Than Temporary” Investment Impairments

Unrealized investment gains or tosses on investments carried at fair value, net of applicable income taxes, are reflected
directly in shareholders® equity as a component of comprehensive income (loss) and, accordingly, have no eftect on net
income, When, in the opinion of management, a decline in the fair value of an investment below its cost or amortized cost is
considered to be “other-than-temporary,” such investment is written-down Lo its fair value. The amount written-down is
recorded in earnings as a realized loss on investments. Generally, the determination of other-than-temporary impairment
includes, in addition to other relevant factors, a presumption that if the market value is below cost by a significant amount for
a period of time, a write-down is necessary. Notwithstanding this presumption, the determination of other-than-temporary
impairment requires judgment about future prospects for an investment and is therefore a matter of inherent uncertainty. For
the year ended December 31, 2007, the Company did not experience any declines in investment securities that were
determined to be other-than-temporary. As of December 31, 2007, the Company held fixed income and equity securities with
gross unrealized losses of $631,000, of which only $58,000 were in an unrealized loss position for more than twelve months.
Adverse investment market conditions, or poor operating results of underlying investments, could result in impairment
charges in the future. The Company generally applies the following standards in determining whether the decline in fair
value of an investment is other-than-temporary:

Equity securities. If an equity security has a market value below 80% of cost and remains below 80% of cost for more
than three months, a review of the financial condition and prospects of the company is performed to determine if the decline
in market value is other-than-temporary. A specific determination is made for any such security. Other equity securities in an
unrealized loss position not meeting these quantitative thresholds are evaluated considering the magnitude and reasons for
the decline and the prospects for the fair value of the securities to recover in the near term. If the decline in market value is
determined to be other-than-temporary, then the cost basis of the security is written down to realizable value and the amount
of the write down is accounted for as a realized loss.

Fixed income securities. A fixed income security generally is written down if the Company is unable to hold or
otherwise intends to sell a security with an unrealized loss, or if it is probable that it will be unable to collect all amounts due
according to the contractual terms of the security. A fixed income security is reviewed for collectibility if any of the
following situations occur:

«  Areview of the financial condition and prospects of the issuer indicates that the security should be evaluated;
+  Moody’s or Standard & Poor’s rate the security below investment grade; or

»  The security has a market value below 80% of amortized cost due to deterioration in credit quality.

Deferred Acquisition Costs

Cenrtain direct policy acquisition costs consisting of commissions, premium taxes, fronting fees and certain other direct
underwriting costs are deferred and amortized as the underlying policy premiums are earned. As of December 31, 2007 and
2006, deferred policy acquisition costs and the related unearned premium reserves in the Company’s workers’ compensation
insurance, segregated portfolio cell reinsurance, group benefits insurance, and specialty reinsurance segments were as
follows (in thousands):

2007 2006
Workers’ compensation insurance segment:
Deferred policy acquisition COSES .. ... ... .. e 51924 % 1,232
Unearned Premium FESEIVES L ..ottt ittt it e iiie ittt et aaies s $24,707  $21,336
Segregated portfolio cell reinsurance segment:
Deferred policy acquisition COSES . .. .. ... .ttt e e e $ 2137 % 149
Unearned Premitm FESEIVES . .. ...ttt ittt e e et e e et $ 7,716  $ 6,330
Group benefits insurance segment:
Deferred policy acquisition COSES .. .. ... .. e 5 — 3 —
Unearned Premilm FESEIVES . .. ..ottt ittt et ettt e e $§ 8 $ 80
Specialty reinsurance segment:
Deferred policy acquisition COSES . ... ... ..ttt e $219 % 1,773
Unearned premium FESEIVES . . ...ttt t ettt et e et e e e e r e 37320 3% 6854




Acquisition costs of the group benefits insurance segment are not capitalized and deferred as the group benefits
insurance policies are cancelable and not guaranteed renewable. In addition, the group benefits insurance policies provide
coverage on a month-to-month basis with most policies’ coverage effective on the first of each month. As a result, most of
the premiums are earned as of the balance sheet date and all direct expenses related to the issuance or renewal of policies are
recognized when incurred.

Deferred Income Taxes

The temporary differences between the tax and book bases of assets and liabilities are recorded as deferred income
taxes. Management evaluates the recoverability of the net deferred tax asset based on historical trends of generating taxable
income or losses, as well as expectations of future taxable income or loss. As of December 31, 2007, the Company recorded
a net deferred tax asset of $1.2 million. Management expects that the net deferred tax asset is fully recoverable. If this
assumption were to change, any amount of the net deferred tax asset that the Company could not expect to recover would be
provided for as an allowance and would be reflected as an increase in income tax expense in the period in which it was
established.

Reinsurance Recoverables

Amounts recoverable from Company's reinsurers are estimated in a manner consistent with the reserves for unpaid
losses and LAE associated with the reinsured policy. Amounts paid for reinsurance contracts are expensed over the contract
period during which insured events are covered by the reinsurance contracts. Reinsurance balances recoverable on paid and
unpaid loss and loss adjustment expenses are reported separately as assets, instead of being netted with the appropriate
liabilities, because reinsurance does not relieve the Company of its legal liability to its policyholders. Reinsurance balances
recoverable are subject to credit risk associated with the particular reinsurer. Additionally, the same uncertainties associated
with estimating unpaid losses and loss adjustment expenses affect the estimates for the ceded portion of these liabilities. The
Company continually monitors the financial condition of its reinsurers and where necessary obtains collateral. As of
December 31, 2007, the Company had reinsurance recoverables of $26.3 million. All of the Company’s reinsurers had an
A.M. Best financial strength rating of “A” or better as of December 31, 2007.

Recent Accounting Pronouncements
SFAS 157

In September 2006, the FASB issued SFAS 157, “Fair Value Measurements”. SFAS 157 ciarifies the definition of fair
value for purposes of financial reporting, specifies the methods to be used to measure fair value, and requires expanded
disclosures related to fair value and financial instruments measured at fair value. SFAS 157 is effective for financial
statements jssued for fiscal years beginning after November 15, 2007. Early application is encouraged, provided an entity has
not yet issued financial statements for the fiscal year, including interim financial statements, Management is currently
evaluating the impact of SFAS 157 on its current fair value disclosures. The Company expects that the adoption of SFAS 157
will not have a material effect on its consolidated financial condition or results of operations.

SFAS 159

In February 2007, the FASB issued Statement No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities,” (“SFAS No. 159”) which permits all entities the option to elect, at specified election dates, to measure eligible
financial instruments at fair value. An entity must report unrealized gains and losses on items for which the fair value option
has been elected in earnings at each subsequent reporting date, and recognize upfront costs and fees related to those items in
earnings as incurred and not deferred. SFAS No. 159 applies to fiscal years beginning after November 15, 2007, with early
adoption permitted for an entity that has also elected to apply the provisions of SFAS No. 157. An entity is prohibited from
retrospectively applying SFAS No. 159, unless it chooses early adoption. SFAS No. 159 also applies to eligible itemns
existing as of November 15, 2007 (or early adoption date). The Company is currently in the process of evaluating the impact
of SFAS No. 159; however it does not currently anticipate electing the fair value option for any of its eligible financial
instruments.

SFAS I41R

In December 2007, the FASB issued Statement No. 141R, “Business Combinations” (“SFAS No. 141R"}, which revises
the accounting for business combination transactions previously accounted for under SFAS No. 141, “Business
Combinations™ (“SFAS No. 1417}, and breadens the scope of transactions which should be accounted for under this standard.
SFAS Ne. 141R retains the fundamental requirements of SFAS No. 141 in that the acquisition method of accounting is still
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used, and an acquirer must be identified in all business combinations. SFAS No. 141R applies prospectively to business
combinations which the acquisition date is on or after the beginning of the first annual reporting period beginning on or after
December 15, 2008. An entity is prohibited from applying SFAS No. 141R prior to that date. The Company is currently in
the process of evaluating the impact of SFAS No. 141R.

SFAS 160

In December 2007, the FASB issued Statement No, 160, “Noncontrolling Interests in Consolidated Financial
Statements.—an amendment of ARB No. 51" (“SFAS No. 160™), which establishes accounting and reporting standards for
the non-controlling interests in a subsidiary and for the deconsolidation of a subsidiary. SFAS No. 160 requires that the
ownership interests and the net income of the nen-controlling interest be equally identified from that of the parent on the face
of the financial statements. SFAS No. 160 also provides consistent accounting principles for changes in a parent controlling
ownership interest in a subsidiary, and that any retained non-controlling financial interests in a deconsolidated subsidiary be
measured initially at fair value. SFAS No. 160 applies to fiscal years beginning on or after December 5, 2008, and is applied
prospectively, except for presentation and disclosure requirements, which are applied retrospectively for all periods
presented. The Company is currently in the process of evaluating the impact of SFAS No. 160.

YEAR ENDED DECEMBER 31, 2007 COMPARED TO YEAR ENDED DECEMBER 31, 2006
RESULTS OF OPERATIONS

The major components of consolidated revenue were as follows for the years ended December 31, 2007 and 2006 (in
thousands):

2007 2006
Net premiums WIIHER . . ... ... .ttt et st ie e st e $131,889  $67,529
Netpremiums earned .. ...t $120495 $74919
Net INVESIMENT INCOME .+ o v vt e ettt v e e e e r e ee e e aa et eeean s 12,428 8,992
Net realized investment gains . . .. ... ... ... . . i e 2,888 2,757
O T TEVENUE . . . . e e 683 313
Consolidated tevenue ... ...ttt i e e e $145494  $86,981

The increase in consolidated revenue primarily reflects the acquisition of EHC on June 16, 2006. The increase in net
premiums earned also reflects the impact of new business, improved renewal retention, and renewal rate increases in the
workers’ compensatton insurance and group benefits insurance segments.

The components of consolidated net income, by segment, for the years ended December 31, 2007 and 2006 were as
follows (in thousands):

2007 2006
Workers’ compensation iNSUTANCe . ............ovtiiiinriinenroraonnes 517118 $ 5318
Segregated portfolio cell reinsurance . ... ... ... .. i oin — —
Group benefils INSUFANCE . ... .. oot i i i i e 47717 4,587
Specialty reinsurance ........... ... ..t i e (286) (489)
Corporate/other . ... ..ottt (2,926) (1,138)
Consolidated net INCOME . ... ...ttt e et et $18,683 $8,278

The increase in consolidated net income primarily reflects the acquisition of EHC on June 16, 2006. The increase in the
net loss in the corporate/other segment primarily reflects stock compensation expense related to the Company’s stock
compensation plan and ESOP of $2.4 million, and intangible asset amortization of $1.8 million for the year ended
December 31, 2007, compared to stock compensation expense and intangible asset amortization of $525,000 and $1.1
million, respectively, for the year ended December 31, 2006.




WORKERS’ COMPENSATION INSURANCE

The following table represents the operations of the workers’ compensation insurance segment for the years ended
December 31, 2007 and 2006 (in thousands);

2007 2006
Revenue:
Direct premiums Writlen .. ... ... ... $ 91466 $ 34,031
Reinsurance premiums assumed . ......... . i i e 1,341 143
Ceded premiums WHUeN ... ... ... ..., (34,318) {12,073
Net premiums WrHlEN ... .. ... ... i i, 58,489 22,101
Change in unearned premiums .. ..... ... ... .. i iiiiin i, (2,170) 2,047
Netpreminmsearned . ....... ... ... i 56,319 24,148
Netinvestment income . ... ... ... ..o iiiiiiii i, 4,758 2,225
Net realized investment gains . .............couunieennannneannnn 797 586
TOI FEVENUE . . ..ottt it et i $61,874 § 26,959
Expenses:
Losses and 10ss adjustment exXpenses . ..., .....iveeennennennennn. $25614 § 15162
Acquisition and other underwriting expenses ..............c.ouvan.. 2,495 (40)
O Rer EXPENSES . . ..ttt e 8,300 3,724
Policyholder dividend expense ........... . ... ... . i, 543 239
Total @XPENSES . .. ..ot e e $36952  $ 19,085
Income before INCOME AXES . . .. .. it i e e e : 24,922 7,874
INCOME taX EXPENSE . .. Lottt i 7.804 2,556
NeLinCOomeE . . ... i e $17.18  $ 5318
Net Income

The increase in net income reflects the acquisition of EHC on June 16, 2006, an increase in favorable loss reserve
development on prior accident years, and a reduction in the impact of purchase accouating charges in 2007. Net income for
the years ended December 31, 2007 and 2006 includes after-tax favorable loss reserve development on prior accident periods
of $5.5 million and $1.4 million, respectively. Net income for the year ended December 31, 2006 includes an after-tax charge
of $2.4 million related to the amortization of purchase accounting adjustments compared to negligible purchase accounting
charges in 2007.

The workers’” compensation insurance ratios were as follows for the years ended December 31, 2007 and 2006:

2007 2006
Lossand LAETAtio . .. ..o .ot e 45.5% 62.8%
EXPEnse ratio .. ... ..o e 19.1% 15.3%
Policyholders’ dividend expense ratio ... ... ... i e 1.0% 1.0%
Combined ratio . ... ... oot e 65.6% 79.1%

Premiums

The increase in direct premiums written reflects the acquisition of EHC on June 16, 2006. Direct premiums written for
traditional business and alternative markets were $65.4 million and $26.1 million, respectively, for the year ended
December 31, 2007. Direct premiums written for the year ended December 31, 2007 include the impact of renewal rate
decreases of 3.5%, a premium renewal retention rate of 88.2%, a reduction of $1.2 million related to the amortization of
purchase accounting adjustments and audit premiums of $2.2 million.

Net Investment Income

The increase in net investment income reflects the acquisition of EHC on June 16, 2006. The average yield on the fixed
income portfolio was 4.449% as of December 31, 2007, compared to an average yield of 4.48% as of December 31, 2006.
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Net Realized Investmnent Gains

Net realized investment gains primarily reflect sales activity on equity securities.

Losses and Loss Adjustment Expenses

The decrease in the calendar period loss ratio reflects an increase in favorable loss reserve development on prior
accident years for the year ended December 31, 2007 compared to the same period in 20006, a decrease in the accident year
loss ratio from 71.9% in 2006 to 60.3% in 2007 and a decrease in the impact of purchase accounting adjustments recorded in
2007 compared to 2006. Favorable loss reserve development on prior accident years of $8.4 million and $2.1 million was
recorded for the years ended December 31, 2007 and 2006, respectively, which lowered the loss ratios for the years ended
December 31, 2007 and 2006 by 14.9 points and 8.5 points, respectively. The favorable loss reserve development on prior
accident years and the decrease in the accident year loss ratio relates primarily to a decrease in the current and prior accident
year loss development factors used to estimate losses and LAE. The decrease in accident year loss development factors
relates primarily to significant prior year claim settlements during 2007 for amounts at, or less than, previously established
case and IBNR reserves. This decrease had the effect of lowering loss development factors as of December 31, 2007. For the
year ended December 31, 2007, the Company closed 281, or 56.8%, of the 495 open lost time claims as of December 31,
2006. In the aggregate, the claims were closed at amounts lower than the provision established for IBNR claims.
Management believes that the realization of the benefits of its return-to-work controls coupled with strong economies in its
underwriting territories during 2005, 2006, and 2007 enabled it to record losses and LAE that were lower than the amount
reserved for claim settlements. The calendar period loss ratio for the year ended December 31, 2006 includes 9.2 points
related to purchase accounting adjustments recorded to premiums earned and loss and loss adjustment expenses. Purchase
accounting adjustments in 2007 had a negligible impact on the 2007 calendar year loss ratio. For the year ended
December 31, 2007, there was one claim that exceeded the Company’s $500,000 reinsurance retention. There were no claims
that exceeded the Company’s $500,000 reinsurance retention for the year ended December 31, 2006.

Acquisition and Other Underwriting Expenses

The increase in the expense ratio primarily reflects a reduction in fee based revenue from the segregated portfolio cell
reinsurance segment from 2006 to 2007, and purchase accounting adjustments in 2006, which lowered the expense ratio by
4.0 points compared to negligible purchase accounting adjustments in 2007.

Policyholder Dividends

The increase in policyholder dividend expense reflects the acquisition of EHC on June 16, 2006. Policyholder dividends
represent payments to customers who purchased participating policies that produced favorable loss ratios. For the years
ended December 31, 2007 and 2006, 10.0% and 9,1%, respectively, of all workers’ compensation policies were written on a
dividend policy basis.

Tax Expense

The effective tax rate was 31.3% and 32.5% for the years ended December 31, 2007 and 2006, respectively. The
decrease in the effective tax rate primarily reflects non-recurring rehabilitation tax credits recognized in 2007. The primary
difference between the statutory tax rate of 35% and the effective tax rate relates to tax exempt income on municipal
securities in 2007 and 2006, and the non-recurring rehabilitation tax credits in 2007.
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SEGREGATED PORTFOLIO CELL REINSURANCE

The following table represents the operations of the segregated portfolio cell reinsurance segment for the years ended
December 31, 2007 and 2006 {in thousands):

2007 2006
Revenue:
Reinsurance premiums assumed .. ... .. . e 326,143 § 6,896
Ceded premiums Writlenl ... .. ... .ot (2,6706) (671
Net premiums WIteR . ... oottt i 23,467 6,225
Change in unearned Premiums .. ... ...t iiiiiiee e, (606) 5,581
Netpremiums earned .. ....... .. et 22,861 11,806
Net Investment iNCOME . .. .. ...t iuune e iiae et aas 1,284 588
Net realized investment gains . ... ... 320 365
TOLA] TEVENUE .« .« o et e $24.465 812,759
Expenses:
Losses and loss adjustment eXpenses . ............ouieniinernier s $11,671 % 5,892
Acquisition and other underwriting expenses ................. ... ..., 6,933 2,746
Other BXPeNSES ... i ettt e e e 463 106
Segregated portfolio dividend expense (1) ... ... ..o 5,398 4,015
TOtal EXPENSES .« ot vt ittt ittt e 324465 $12,759
Netincome (1) ... . e 5 — 5 —

(1) The workers’ compensation insurance, specialty reinsurance and corporate/other segments provide services to the
segregated portfolio cell reinsurance segment. The fees paid by the segregated portfolio cell reinsurance segment for
these services are included in the revenue of the segment providing the service. The segregated portfolio cell
reinsurance segment records the fees associated with these services as ceding expense, which is included in its
underwriting expenses. The difference between total revenue for the segregated portfolio cell reinsurance segment for
each period and the sum of losses and loss adjustment expenses, underwriting expenses, policyholder dividend expenses
and other expenses is accrued as a segregated porifolio dividend expense. As a result, the segregated portfolio cell
reinsurance segment has no net income for the period presented in this table.

The segregated portfolio cell reinsurance ratios were as follows for the years ended December 31, 2007 and 2006:

W07 2006
Loss and LAE Tatio . . .. ... i ittt e e e 51.1% 49.9%
Expense ratio .. ...t i e e 324% 24.2%
Combined Fatlo . ...t e 83.5% 74_.[%

Reinsurance Premiums Assumed

The increase in reinsurance premiums assumed reflects the acquisition of EHC on June 16, 2006. Reinsurance
premiums assumed for the year ended December 31, 2007 include the impact of renewal rate decreases of 1.5%, a premium
renewal retention rate of 88.4%, a reduction of $781,000 related to the amortization of purchase accounting adjustments, and
audit premiums of $623,000.

Net premiums written for the year ended December 31, 2007 include an increase of $330,000 related to the amortization
of purchase accounting adjustments.

Net Investment Income

The increase in net investment income reflects the acquisition of EHC on June 16, 2006. The average yield on the fixed
income portfolio was 5.11% as of December 31, 2007, compared to an average yield of 5.33% as of December 31, 2006.
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Losses and Loss Adjustment Expenses

The increase in the calendar year loss ratio from 2006 to 2007 relates to favorable loss reserve development recorded on
prior accident years of $3.0 miilion for the year ended December 31, 2007 compared to $2.0 million for the year ended
December 31, 2006, which lowered loss ratios for the years ended December 31, 2007 and 2006 by 13.2 points and 17.7
points, respectively, partially offset by purchase accounting adjustments recorded in 2006 that increased the calendar period
loss ratio by 4.6 points compared to negligible purchase accounting adjustments in 2007, The favorable loss reserve
development on prior accident years relates primarily to a decrease in the prior year loss development factors used to
estimate losses and loss adjustment expenses. The decrease in accident year loss development factors relates primarily to
significant prior year claim settlements during 2007 for amounts at, or less than, previously established case and IBNR
reserves. This decrease had the effect of lowering loss development factors as of December 31, 2007.

Acquisition and Other Underwriting Expenses

The increase in the expense ratio from 2006 to 2007 relates primarily to purchase accounting adjustments recorded for
the year ended December 31, 2006 that reduced the expense ratio by 8.4 points compared to negligible purchase accounting
adjustments in 2007. The expense ratios, without regard to the aforementioned purchase accounting adjustments in 2006, are
consistent with the contractual ceding commissions for the years ended December 31, 2007 and 2006.

Segregated Portfolio Dividend Expense

The segregated portfolio dividend expense represents the amount of net income or loss in a spec1f" ¢ period that may be
payable to the segregated portfolio dividend participants.

GROUP BENEFITS INSURANCE

The following table represents the operations of the group benefits insurance segment for the years ended December 31,
2007 and 2006 (in thousands):

2007 2006

Revenue:
Direct premiums WHLEN ... ... .. e e e e s e $38.519  $35913
Ceded premiums WHED ... ...ttt ettt et it e e s (2,655) (2,485)
Net premiums WHEN . .. .. ... i e 35,864 33,428
Change in unearned premitms . .. ..o i e e e e () 23
Nelpremiums eamed ... ... ot it ittt i m i et e 35,863 33,451
Net Investment iNCOMIE . . .. vttt e et ot ittt e e et e ee et e eeae s 3.238 3,669
Net realized investment Sains ... ... .. ... ... taurunererurarerrereeniraninans 1,531 1,972

Total revenues .. ... ... e e 40,632 39,092
Expenses:
Losses and loss adjustment EXpenses . ... ... ... e 23,253 20,600
Acquisition and other underwriling €Xpenses . .........uuuouuus i i e 5.556 5,072
OB EXPEIISES & vt sttt et et e e 5,073 6,336

Total EXPENSES . .ot e e 33,882 32,008
Income before iNCOME TAXES . ..o\ oottt it is e e e e e 6,750 7,084
INCOME 18X X PEMSE . .. o ottt ittt e e e 1,973 2,497
N IMCOMIE . . ..ottt ettt e, $ 4777 % 4,587

Net Income

The increase in net income primarily reflects improved underwriting results, as the combined ratio decreased from
95.7% in 2006 to 94.4% in 2007. The improvement in the underwriting results was offset by a decrease in net investment
income and net realized gains on investments,

The group benefits insurance ratios were as follows for the years ended December 31, 2007 and 2006:

. 2007 2006
Loss and LAE Tati0 .. ..ot it e e i e e e 648% 61.6%
EXPense ratio . . ... . e I 296% 34.1%
Combinedratio .......................... e e e e e 94.4% 95.7%




Premiums

The increase in net premiums earned reflects an increase in new business sales and a higher renewal retention rate, New
business sales totaled $9.1 million in 2007, compared to $3.6 million in 2006. The renewal retention rate increased from
74.4% in 2006 to 80.8% in 2007. The improvement in the retention rate primarily reflects the increased focus on customer

retention by the underwriting department.

Net premiums earned, by line of business, for the years ended December 31, 2007 and 2006 were as follows (in
thousands):

2007 2006
DAl .. ... $21,819  $19.482
Short-term disabilily . .. ... ..o e 6,627 6,459
Long-term disability ... ... .. ... . e 1,691 1,906
Termlife ... o e 5,726 5,604
] $35,863 833,451

Net Investment Income

The decrease in net investment ingcome primarily reflects a decline in other long-term investments and an increase in
investment management expenses. Other long-term investments declined $193,000, primarily reflecting the sale of a limited
partnership interest. Investment management expenses increased $239.000 from 2006 to 2007 primarily reflecting fees paid
related to the performance of the group benefits insurance segment’s convertible bond portfolio.

The average yield on the fixed income portfolio was 5.60% as of December 31, 2007, compared to 5.61% as of
December 31, 2006.

Net Realized Investment Gains

Net realized investment gains in 2007 includes a gain on the sale of the aforementioned limited partnership interest
totaling $344,000, while net realized investment gains in 2006 includes a gain on the sale of an equity security of $716,000.

Losses and Loss Adjustment Expenses

The increase in losses and loss adjustment expenses primarily reflects the increase in net premiums earned and an
increase in the loss ratio from 61.6% in 2006 to 64.8% in 2007. The calendar period loss ratios, by line of business, for the
years ended December 31, 2007 and 2006 were as follows:

w07 2006
Dental . ... . e 69.0% 63.4%
Short-term disability .. ... .. e 693% 75.1%
Long-term disability ... ....... .. e 225% 23.4%
Term life .. ..o e 525% 52.0%
Total group benefits ... ... .. e 648% 61.6%

Dental

The increase in the dental toss ratio primarily reflects the impact of claim cost inflation, which was 5.6% from 2006 to
2007. The accident period loss ratio increased from 66.2% in 2006 to 70.8% in 2007. In addition to claim cost inflation, the
accident period loss ratio was impacted by the increase in new dental business, which generally has a higher loss ratio in the
first year or two after the initial sale. In addition, the impact of favorable loss reserve development on the calendar period
loss ratio decreased from $533,000, or 2.7 percentage points, in 2006 10 $340,000, or 1.6 percentage points, in 2007.

Short-term Disability

The decrease in the short-term disability loss ratio primarily reflects a reduction in claim severity, which decreased
2.4% from 2006 to 2007. The accident period loss ratio decreased from 80.3% in 2006 to 71.5% in 2007, The decrease in the
accident peried loss ratio was partially offset by a decline in favorable loss reserve development from $337,000, or 5.2

percentage points, in 2006 to $148,000, or 2.2 percentage points, in 2007.
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Long-term Disability

The tong-term disability loss ratio was relatively consistent from 2006 to 2007. The loss ratio reflects the continued
impact of prior year claim terminations that were covered under the 50/50 coinsurance arrangement.

Term Life

The term life loss ratio was relatively consistent from 2006 to 2007. The loss ratio related to death benefits decreased
from 61.7% in 2006 to 58.2% in 2007, primarily reflecting a decrease in reported life claims. The death benefit loss ratio was
offset by a reduction in outstanding premium waiver claims during 2007 and 2006. The reduction in premium waiver
reserves reduced the term life loss ratio by 5.7 peints and 9.7 points in 2007 and 2006, respectively.

Acquisition and Other Underwriting Expenses

The increase in acquisition and other underwriting expenses primarily reflects the increase in net premiums earned.

Other Expenses

The decrease in other expenses primarily reflects the impact of expense savings realized as a result integration efforts in
the last six months of 2006 and first six months of 2007. In addition, the group benefits insurance segment recognized a gain
of $384,000 during the fourth quarter of 2007 related to its defined benefit pension plan. The gain resulted from the-purchase
of an annuity to fund the current retiree portion of the pension plan liability.

Tax Expense

The decrease in income tax expense primarily reflects a reduction in the effective tax rate, from 35.2% in 2006 to 29.2%
in 2007. The reduction in the effective tax rate primarily reflects the impact of tax- exempt interest income and the release of
a contingency reserve in 2007 related to prior tax years.

SPECIALTY REINSURANCE

The following table represents the operations of the specialty reinsurance segment for the years ended December 31,
2007 and 2006 (in thousands):

007 2006
Revenue:
Reinsurance premiums assumed . ....... . i e e $14,069  $5,775
Change in unearned Premilms . .. ......t ittt 383 (261
Net premiums earned ................ T $14,452 $5,514
Net INVESIMENt INCOME & .ttt it e ettt et e e 1,559 1,032
Net realized inveStment Sains . ... . ... ..ttt 7 15
OtherrevenUE . ... i e i e i e e 593 177
Total reVenUE . .. .. $16.611 $6,738
Expenses:
Losses and loss adjustment expenses . .............c. itz $13,050  $6,292
Acquisition and other underwriting expenses . ............. . ... ... ... 3,932 789
OLher EXPENSES . . ..ttt e 647 411
TOtal BXPEMSES ittt e e $17.629  $7.492
Loss before InCOME LAXES . . . o ottt e e e e e e e e e e e e e {1,018) (754)
Income tax benefit ... ... {(732) (265)
N 0SS vttt e e e e e e $ (286) $ (489)

Net Loss

The decrease in the net loss reflects a decrease in the calendar year loss ratio in 2007 compared to 2006 and a reduction
of the impact of purchase accounting charges in 2007 compared to 2006. Net income for the year ended December 31, 2006
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includes an after-tax charge of $647,000 related to the amortization of purchase accounting adjustments compared to
negligible purchase charges in 2007.

The specialty reinsurance ratios were as follows for the years ended December 31, 2007 and 2006:

2007 2006
Lossand LAE ratio . ... .o e e e e 90.3% 114.1%
EXPense ratio ... ... ... 31.7% 21.8%
Combined ratio . . ..o e e 122.0% 135.9%

Reinsurance Premiums Assumed

The increase in reinsurance premiums assumed relates to the acquisition of EHC on June 16, 2006. Reinsurance
premiums earned, by line of business, were as follows for the years ended December 31, 2007 and 2006 (in thousands):

2007 2006
EnviroGUard ... .ot e e e e e $11,241 35815
Bl A e e e e 3,510 2,320
L0 11 1T O 550 —
Purchase accounting adjustments ... ...... ... .. .. . ..l 849y  (2,621)
Total assumed premiums eamned .. ... ... i e $14452 $5514

Net Investment Income

The increase in net investment income is related to the acquisition of EHC on June 16, 2006. The average yield on the
fixed income portfolio was 4.64% as of December 31, 2007 compared to an average yield of 4.52% as of December 31,
2006. .

Losses and Loss Adjustment Expenses

The decrease in the calendar period loss and loss adjustment expense ratio reflects a decrease in the impact of purchase
accounting adjustments recorded in 2007 compared to 2006 partially offset by unfavorable loss reserve development on prior
accident years of $4.8 million and $894,000 for the years ended December 31, 2007 and 2006, respectively, which increased
the loss ratios for the years ended December 31, 2007 and 2006 by 33.5 points and 16.2 points, respectively. The calendar
year period loss ratio for the year ended December 31, 2006 includes 37.1 points related to purchase accounting adjustments
recorded to premiums earned and loss and loss adjustment expenses. Purchase accounting adjustments in 2007 had a
negligible impact on the 2007 calendar year loss ratio. Approximately 65.0% of the unfavorable loss reserve development in
2007 relates to the EIA liability product. A review of the EIA liability detailed claim reports indicated significant case
reserve increases on prior year claims. During 2007, EIA liability claim counts with total gross (before application of the
applicable quota share percentage) incurred values greater than $1 miilion increased from 8 claims to 11 claims. EIA liability
claim counts with total gross incurred values greater than $100,000 increased from 62 claims to 80 claims during 2007, an
increase of 29.0%. The 2007 accident period loss and LAE ratio for EnviroGuard and EIA liability were 44.9% and 75.9%,
respectively. The unfavorable loss reserve development in 2006 relates to an increase in reported claims from the ceding
company. .

Acquisition and Other Underwriting Expenses

The increase in the expense ratio is related to a reduction in the impact of purchase accounting adjustments in 2007
compared to 2006. Purchase accounting adjustments reduced acquisition and other underwriting expenses by $1.7 miilion in
2006 compared to negligible purchase accounting adjustments in 2007. As part of its quota share reinsurance agreement with
the primary insurer, the Company pays the primary insurer a ceding commission based on assumed premiums. For the years
ended December 31, 2007 and 2006, the ceding commission paid to the primary insurer was 30.0%.

Tax Expense

The effective tax rate for the year ended December 31, 2007 was 71.9% compared to 35.1% in 2006. The difference
between the statutory rate of 35.0% and the effective rate relates to a prior year tax retvern adjustment recorded during 2007,
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CORPORATE/OTHER

The corporate/other segment results for the year ended December 31, 2007 include the impact of stock compensation
expense related to the Company’s stock incentive plans and ESOP, amortiration of intangible assets and costs related to the
implementation of Sarbanes-Oxley. Stock compensation expense and intangible asset amortization totaled $2.4 million and
$1.7 million for the year ended December 31, 2007, respectively. Costs related to the implementation of Sarbanes-Oxley
totaled $658,000 for the year ended December 31, 2007. The corporate/other segment results for the year ended
December 31, 2006 include the impact of transaction expenses incurred by ELH totaling $303,000, stock compensation
expense of $525,000, and intangible asset amortization of $1.1 million.

YEAR ENDED DECEMBER 31, 2006 COMPARED TO YEAR ENDED DECEMBER 31, 2005
RESULTS OF OPERATIONS

The components of consolidated revenue were as follows for the year ended December 31, 2006 and 2005 {in
thousands):

2006 2005
INEUPrEmMILMS WIIIED .+ .\ v e ettt et et e et et e et e ettt aeae e eanen s $67,529  $38,700
Netpremiums earned . ... ... ... it i §74.919  $38,702
Net INVESIMENT INCOITIE & . o v ot v o ettt e et e e et et e e e 8,992 3,815
Net realized investment gains . ... .. ... ... it 2,757 445
OMhEr TEVENUE . . . .. et e e e 313 1,066
Consolidated revenue . ...t e $86,981  $44,028

The increase in consolidated revenue reflects the acquisition of EHC on June 16, 2006. The increase in net investment
income reflects the increase in cash and investments, which increased from $82.2 million at December 31, 2005 to $288.3
million at December 31, 2006, as a result of the initial public offering and the acquisition of EHC. Other revenue for the year
ended December 31, 2006 represents fees from the Company’s third party adminisiration operations and cell rental fees from
the Company’s specialty reinsurance segment for the period from June 17, 2006 to December 31, 2006. Other revenue for the
year ended December 31, 2005 represents sales and marketing fees earned by ELH’s former general agency operations
segment.

The components of consolidated net income, by segment, for the year ended December 31, 2006 and 2005 were as
follows (in thousands):

2006 2005
Workers' compensation INSUMANCE ... ...\ verenneeerernrnrnnnereeeneeess $5318 % —
Segregated portfolio cell reinsurance . .............. ... . ... iiiiiiiai — —
Group benefits INSUTANCE . .. ...ttt ettt e 4,587 1,987
Specialty reinsurance ... ... e (489) —
Corporatefother . .. .. e e (1,138} (860)
Consolidated net INCOME . . ... ..ottt e $8278 $1,127

The increase in consolidated net income reflects the acquisition of EHC on June 16, 2006. The corporate/other segment
results for the year ended December 31, 2006 include the results of operations of Employers Alliance, EIHI, Eastern Holding
Company, Lid., Eastern Services, Global Alliance, and the Company’s corporate activities for the period from June 17, 2006
10 December 31, 2006, and ELH’s group medical insurance run-off operations and corporate activities for the year ended
December 31, 2006. The corporate/other segment results for the year ended December 31, 2005 include the results of
operations of ELH’s former general agency operations and corporate activities, and the group medical insurance run-off
operations.

Consolidated net income for the year ended December 31, 2006 includes the impact of purchase accounting adjustments
that reduced net income by $2.2 million, including reductions in the workers’ compensation insurance and specialty
reinsurance segments of $2.4 million and $647,000, respectively, and a decrease in the net loss in the corporate/other
segment of $801,000.
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WORKERS’ COMPENSATION INSURANCE

The following table represents the operations of the workers’ compensation insurance segment for the period from
June 17, 2006 to December 31, 2006 (in thousands):

2006

Revenue:
Direct premiums Writlen . .. ... ... ... ... $ 34,031
Reinsurance premiums assumed . ... ... e 143
Ceded premiums WHEBI .. ...ttt i it e e e e (12,073)
Net premuitms WEIEI . ... oot ettt et e e 22,101
Change in unearned Premiums . . ... ... ot 2,047
Net premiums earned . ... .. ... . e 24,148
Net INVeStMENt INCOME . . . ... ..o i it e e e et ea e 2,225
Net realized investment gains ........... .. ... i iieiiiiii e 586

Total TEVENUE . .. ... i e $ 26,959
Expenses:
Losses and loss adjustment Xpenses . ... .. ...t e $ 15,162
Acquisition and other underwriting expenses .......... ... .. ... ... iiiiiiiiaa.. (40)
L 11T g {11 LT 3,724
Policyholder dividend expense . ... ... .. . e 239

T Ot X PEISES ettt ettt et e et e e e e e e $ 19,085
Income before INCOME taXES . ittt e et e e e e s 7,874
INCOME 1aX BXPEISE . ..o\ttt ettt e ta e et i e e e 2,556
NetiNCOME . ..ottt ettt e et it e iaee e aanaeraes $ 5318

Net Income

Net income reflects an after-tax charge of $2.4 million related to the amortization of purchase accounting adjustments,
favorable loss reserve development on prior accident years of $1.4 million and a $567,000 reduction in the accrual for the
Security Fund assessment.

The workers’ compensation ratios were as follows for the period from June 17, 2006 to December 31, 2006:

2006
Loss and LAE TAlO .. ... ..ottt et e e e 62.8%
|23 q 073 1T 11 Lo S 15.3%
Policyholders’ dividend expense ratio . ...... .. ... ... .. i i e _1.0%
Combined ratlo . ... .. . e 79.1%

Premiums

Direct premiums written for traditional business and alternative markets were $27.1 million and $6.9 million for the
period from June 17, 2006 to December 31, 2006, respectively. Direct written premiums include the impact of 2006 renewal
rate decreases of 6.1%, a premium renewal retention rate of 85.4% and a reduction for purchase accounting adjustments of
$5.1 million. Audit premiums of $1.6 million were also included in direct premiums written for the peried from June 17,
2006 to December 31, 2006.

Net premiums written include traditional production, net of external reinsurance, because alternative markets business is
ceded 100% to the segregated portfolio cell reinsurance segment.

Net Investment Income

Net investment income was $2.2 million for the period from June 17, 2006 to December 31, 2006.
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Net Realized Investment Gains

Net realized investment gains for the period from June 17, 2006 to December 31, 2006 related primarily to sales activity
on equity securities,

Losses and Loss Adjustment Expenses

Losses and LAE were reduced by the amortization of purchase accounting adjustmentis of $484,000. The accident period
loss and LAE ratio was 62, 1% for the period from June 17, 2006 to December 31, 2006. The calendar period loss and LAE
ratio was 62.8% for the period from June 17, 2006 to December 31, 2006, incleding 9.2 points related to purchase accounting
adjustments. Favorable loss reserve development on prior accident years of $2.1 million was recorded for the period from
June 17, 2006 to December 31, 2006. The favorable loss and LAE reserve development relates primarily to a decrease in the
prior accident period loss development factors used to estimate losses and 1LAE. The decrease in prior accident period loss
development factors relates primarily to significant prior year claim settlements during 2006 for amounts at, or less than,
previously established case and IBNR reserves. This decrease had the effect of lowering loss development factors as of
December 31, 2006. For the period from July 1, 2006 to December 31, 2006, the Company closed 95, or 22.5%, of the 423
open lost time claims as of December 31, 2005. In the aggregate, the claims were closed at amounts lower than the provision
established for claims incurred but not reported. Management believes that the realization of the benefits of its return-to-work
controls implemented in 2003 coupled with strong economies in its underwriting territories during 2006 enabled it to record
loss and loss adjustment expenses that were lower than the amount reserved for claim settlements. For the period from
June 17, 2006 to December 31, 2006, there were no claims that exceeded the Company’s $500.000 reinsurance retention.

Acquisition and Other Underwriting Expenses

Acquisition and other underwriting expenses for the period from June 17, 2006 to December 31, 2006 include a
reduction for purchase accounting adjustments of $968,000 and a decrease of $872,000 related to management’s estimate
that the Security Fund will not be making an assessment in 2007 based on 2006 direct written premium. Other expenses were
$3.7 million for the period from June 17, 2006 to December 31, 2006. The expense ratio was 15.3% for the period from
June 17, 2006 to December 31, 2006.

Policyholder Dividends

Dividends represent payments to customers who purchased participating policies that produced favorable loss ratios. In
2006, 9.1% of all policies were written on a dividend pelicy basis.

Tax Expense

The effective tax rate for the period from June 17, 2006 10 December 31, 2006 was 32.5%. The primary difference
between the statutory tax rate of 35.0% and the effective tax rate relates 1o tax exempt income recorded for the period from
June 17, 2006 to December 31, 2006.
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SEGREGATED PORTFOLIO CELL REINSURANCE

The following table represents the operations of the segregated portfolio cell reinsurance segment for the period from
June 17, 2006 to December 31, 2006 (in thousands):

2006

Revenue:
Reinsurance premiums assumed . ... ... .. i e $ 6,896
Ceded premiums Wrilten ... ... . .o e e (671
Net premiums WHHEI .. ... ... it c i aa e 6,225
Change in uncarned Premiums . ... ... ..ou ittt et e 5,581
Net premiums earned . . ... ... vttt e 11,806
Net investMENT INCOIME .. o\ vttt e e an et e oot aa s aa i n e nee s 588
Net realized InvestmeENnt ZAINS . .. ... vttt it it et e 365

TOtal TEVENMUE . . . oo oottt et i ee e et $12,759
Expenses:
Losses and 1035 adjustment eXPenses ... ......ooooiiiiiiiriinnaarraaa $ 5,892
Acquisition and other underwriting Xpenses ... i i i e 2,746
OUREE EXPEISES « « o oo vttt ettt ettt ettt 106
Segregated portfolio dividend expense (1) . ........ ... . oo 4,015

TOMAE EXPEISES © .o vt v v v ettt e e et e e e et $12,739
Nt INCOME (1) ..ttt e e e i $ 0

(1) The workers’ compensation insurance, specialty reinsurance and corporate/other segments provide services to the
segregated portfolio cell reinsurance segment. The fees paid by the segregated portfolio cell reinsurance segment for
these services are included in the revenue of the segment providing the service. The segregated portfolio cell
reinsurance segment records the fees associated with these services as ceding expense, which is included in its
underwriting expenses. The difference between total revenue for the segregated portfolio cell reinsurance segment for
each period and the sum of losses and loss adjustment expenses, acquisition and other underwriting expenses,
policyholder dividend expenses and other expenses is accrued as a segregated portfolio dividend expense. As a result,
the segregated portfolio cell reinsurance segment has no net income for any period presented in this table.

The Company’s segregated portfolio cell ratios were as follows for the period from June 17, 2006 to December 31,
2006:

2006
Loss and LA TalIO . . ..ottt it et sttt asa e et e s 49.9%
EXPENSE TALO . oo\t ee et ettt a e e e ettt e e e et e e e 24.2%
CombINEE TalI0 . . . oottt e it e e e e s 74.1%

Premiums

Reinsurance premiums assumed include the impact of 2006 renewal rate decreases of 3.8%, a premium renewal
retention rate of 85.0% and a reduction for purchase accounting adjustments of $2.4 million. Audit premivms of $312,000
were also included in reinsurance premiums assumed for the pericd from June 17, 2006 to December 31, 2006.

Net premiums written for the period from June 17, 2006 to December 31, 2006 include an increase of $1.0 miliion
related to purchase accounting adjustments.

Losses and Loss Adjustment Expenses

The calendar period loss and LAE ratio was 49.9% in 2006, including 4.6 points related to purchase accounting
adjustments recorded to net premiums earned and losses and LAE.
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Acquisition and Other Underwriting Expenses

Acquisition and other underwriting expenses were $2.7 million for the period from June 17, 2006 to December 31, 2006
and include a reduction of $1.5 million for purchase accounting adjustments, Underwriting expenses consist of the ceding
commissions due under the reinsurance agreements with Eastern Aliiance and/or Allied Eastern. Other expenses consist
primarily of accounting, banking and legal fees. The expense ratio of 24.2% for the period from June 17, 2006 to December 31,
2006 includes a reduction of 8.4 points related to purchase accounting adjustiments. The expense ratio, without regard to the
aforementioned purchase accounting adjustments, is consistent with the contractual ceding commissions for this period.

Segregated Portfolio Dividend Expense

Segregated portfolio dividend expense was $4.0 million for the period from June 17, 2006 10 December 31, 2006. The
segregated portfolio dividend expense represents the amount of net income or loss in a specific period that may be payable to
the segregated portfolio dividend participants.

GROUP BENEFITS INSURANCE

The following table represents the operations of the group benefits insurance segment for the years ended December 31,
2006 and 2005 (in thousands):

2006 2005

Revenue:
Direct premiums Wrilten . .. . ...t e e 35913 40,994
Ceded premiums written . ........ ... ... ... . ...l e (2,485) (2,294)
Net premiums WIHET . . . .o ottt e i et e e e et i aa e e e 33,428 38,700
Change in unearned premiums ... ... ... ... e 23 2
Netpremiums earned ... ... ... it i i $33,451  $38.,702
Net inveStNEnt IHCOME .« . .. o oottt e e e e e e e e e e et e e 3,669 3,546
Net realized investment Zains ... .. ... . it 1,972 232

Total TEVENUE . .o e e e e e 39,092 42,480
Expenses:
Losses and loss adjustment eXpenses ... ...t iin it e e 20,600 27,132
Acquisition and other underwriting expenses ............... ... .. ..., 5,072 6,659
OhEr EXPENSES . . ittt et ittt e e e e e e e 6,336 5,740

Total EXPEnSEs . ...t e e 32,008 39,531
Income belore InCOME LAXES . . ottt e e e e e e e e e e e 7.084 2,949
Income tax eXpense .. .. .. e 2,497 962
i BT o0 13T PP $ 4587 § 1,987

Net Income

The increase in net income primarily reflects the decrease in the loss ratio and an increase in net realized investment gains,
offset by the decrease in net premiums earned and an increase in other expenses. The improvement in the loss ratio primarily
reflects better experience in the dental, Jong-term disability and term life lines of business. Net realized investment gains included
proceeds of $716,000 from the sale of common stock previously written down to $0 and the change in the fair value of equity call
options during 2006. The decrease in net premiums earned reflects the decline in new business sales and the decline in renewal
retention during the first six months of 2006. During the fourth quarter of 2005, ELH recognized an after-tax gain of $967,000
related to its postretirement medical and life insurance benefits plan, which reduced other expenses in that period.

The group benefits insurance ratios were as follows for the years ended December 31, 2006 and 2005:

M 2005
Lossand LAEratio ............ AR 61.6% 70.1%
EXpPense TAtIO ... ...t e e 341% 320%
Combined [ali0 . .. vttt ettt e e e e e e e E % 102.1%




Premiums

The decrease in net premiums earned reflects the aforementioned decline in new business sales and renewal retention.
New business sales totaled $3.6 million for the year ended December 31, 2006, compared to $6.2 million for the year ended
December 31, 2005. Renewal retention declined 5.2 percentage points for the first six months of 2006, which adversely
impacted net premiums earmed for the remainder of the year.

Net premiums earned, by line of business, for the years ended December 31, 2006 and 2005 were as follows (in
thousands):

2006 2005
Dental . .ot e e e e e e $19,482  $23.,570
Short-term disability .. ... ... .. o e 6,459 6,672
Long-term disability . ..... ... ... . i 1,906 2,395
B = 0110 L1 7= PO 5,604 6,065
571 [ PP $33,451  $38,702

Net Investment Income

The increase in net investment income primarily reflects an increase in the equity interest in limited partnership
investments.

Net Realized Investment Gains

The increase in net realized investment gains primarily reflects the aforementioned change in the fair value of equity
call options and the gain on the common stock sale, which totaled $716,000. The change in the fair value of equity call
options increased $608,000 for the year ended December 31, 2006, compared to a decrease of $367,000 for the same period

in 2005.

Losses and Loss Adjustment Expenses

The decrease in losses and LAE reflects the improved loss experience and favorable development in the dental, long-
term disability and term life lines of business, and the decrease in net premiums earned. The calendar period loss ratios, by
line of business, for the years ended December 31, 2006 and 2005 were as follows:

;s 25
DEnIa]l .. e i e e 634% 61.3%
Short-term disability . . .. ... . e e 75.1%  74.2%
Long-termdisability ... ... ... .. i e 234%  79.6%
Term L L. e e e 520% 71.2%
Total group benefits . ... ... . e e 61.6% 70.1%

Dental

The decrease in the calendar period dental loss ratio reflects the improvement in the accident year loss ratio and
favorable development on prior year reserves. The accident year loss ratio was 66.2% and 69.8% in 2006 and 2005,
respectively, which reflects renewal rate increases, lower claim frequency, and the termination of business with higher loss
experience. During 2006, management began 10 more closety monitor the renewal rate actions, focusing on retaining more
profitable business at renewal and terminating less profitable business through renewal rate actions. As a result of these
efforts, the loss ratio on retained business was 61.9%, compared to a loss ratio of 79.2% on terminated business. Favorable
development on prior year reserves reduced the calendar year loss ratio by 2.8 percentage points in 2006, compared to 2.5
percentage points in 2005.

Short-term Disability

The increase in the calendar period short-term disability reflects an increase in the accident period loss ratio, offset by
offset by favorable development on prior year reserves. The accident period loss ratio was 80.3% and 77.4% in 2006 and
2005, respectively. The increase in the accident period loss ratio reflects increased claim frequency and severity, offsct by

57




renewal rate increases. Favorable development on prior year reserves reduced the calendar year loss ratio by 5.2 percentage
points in 2006, compared to 3.2 percentage points in 2005.

Long-term Disability

The improvement in the long-term disability loss ratio reflects lower claim frequency and severity and the termination
of prior year claims. As a result of the decrease in the long-term disability ctaim retention, from a 50% coinsurance to a 20%
coinsurance effective July 1, 2005, the termination of prior year claim reserves at a 50% coinsurance had a favorable impact
on the 2006 calendar year loss ratio.

Term Life

The decrease in the term life loss ratio reflects favorable development on the prior year death benefit IBNR reserve, a
54.1% decrease in premium waiver claim frequency and favorable reserve development related to the termination of prior
year premium waiver claims. The favorable development on the prior year death benefit IBNR reserve reflects lower than
expected reported death benefit claims. For the year ended December 31, 2006, there were only 16 reported premium waiver
claims, with total reserves of $394,000, compared to 38 reported premium waiver claims, with total reserves of $852,000, for
the same period in 2005. Terminated premium waiver claim reserves totaled $552,000 for the year ended December 31,
2006, compared to terminated reserves of $264,000 for the same period in 2005,

Acquisition and Other Underwriting Expenses

The decrease in acquisition and other underwriting expenses reflects the decline in net premiums earned and the
elimination of sales and marketing fees paid to IBS/ in Pennsylvania, Maryland and Delaware. Acquisition and other
underwriting expenses totaled 14.1% and 16.2% of direct premiums written in 2006 and 2005, respectively. The decrease of
2.1% primarily reflects the reduction in sales and marketing fees.

Other Expenses

The increase in other expenses primarily reflects the aforementioned gain recognized in 2005. Excluding the gain, other
expenses would have decreased $869,000, which reflects management’s expense reduction efforts.

Tax Expense

The increase in income tax expense reflects the improvement in pre-tax income and the increase in the effective tax rate
from 32.6% in 2005 to 35.2% in 2006. The 2005 effective tax rate reflects the release of a valuation allowance related to tax
credits totaling $227,000. The tax credits were fully utilized in 2006. In addition, ELH’s statutory tax rate increased from
34% in 2003 to 35% in 2006 as a result of the Company’s acquisition of EHC,
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SPECIALTY REINSURANCE

The following table represents the operations of the specialty reinsurance segment for the period from June 17, 2006 to
December 31, 2006 (in thousands):

2006

Revenue: _ . _
Reinsurance premiums assumed ... ... ... . ... L0 RN $5,775
Change in unearned PrEMIUMS . .. oL ottt ittt e et (261)
Net premiums earned .. ..o o e $5,514
Net Investment INCOME . .. .. ... oo i 1,032
Net realized investment AINS .. . ... . .t it e i 15
Olher reVenUE . . .. e e 177

Totalrevenue ................coooviii... O $6.,738
Expenses: )
Losses and 10ss adjustment @Xpenses .. ... ...ttt ittt e $6,292
Acquisition and other underwriting expenses .......... e e 789
T B PBIISES . . oottt ettt e e e e 411

TOLA] EXPENSES . . .. o ittt et e ettt e e e e e e e $7,492
L0ss before INCOME LaXES .. .. .ttt e e e e e (754)
Income tax benefit . . .. e (265)
Netloss oo, e e $ (489)

Net Loss

The net loss includes an after-tax charge of $647.000 related to the amortization of purchase accounting adjustments and
an increase in the frequency and severity of reported claims by the ceding company, which resulted in an increase in the 2006
accident year loss and LAE ratio and after-tax unfavorable loss reserve development of $894,000,

The Company’s specialty reinsurance ratios were as follows for the period from June 17, 2006 to December 31, 2006:

2006

Loss and LAE 1810 . ... it i e e e e e e 114.1%
EXpense Tatio .. .. e e e 21.8%

CombINEd [alI0 . . e e e e e e 135.9%

Premiums

Reinsurance premiums earned, by line of business, were as follows for the period from June 17, 2006 to December 31,
2006 (in thousands):

EnviroGuard . ... ... e $ 5,815
Bl A e 2,320
Purchase accounting adjustments . . ... ... .. . it e (2,621

Total reinsurance premiums assumed .. ... i e e $5514

Reinsurance premiums assumed include a reduction for purchase accounting adjustments of $2.6 million.

Net Investment Income

Net investment income was $1.0 million for the period from June 17, 2006 to December 31, 2006.
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Losses and Loss Adjustment Expenses

The calendar period loss and LAE ratio was 114.1% in 2006, including 37.1 points related to purchase accounting
adjustments recorded to net premiums earned and losses and LAE. The loss ratio included an increase in claims reported
from the ceding company, which resulted in an increase in the 2006 accident year loss ratio and unfavorable loss reserve
development on prior accident years of $894,000 or 16.2 percentage loss ratio points. The accident year loss ratio increased
to 54.2% during the period from June 17, 2006 to December 31, 2006 resulting in the recording of additional loss and loss
adjustment expenses of $977,000 or 17.7 percentage loss ratio points for the period from June 17, 2006 to December 31,
2006.

Acquisition and Other Underwriting Expenses

Acquisition and other underwriting expenses for the period from June 17, 2006 to December 31, 2006 include a
reduction for purchase accounting adjustments of $1.7 million. As part of its quota share reinsurance agreement with the
primary insurer, the Company pays the primary insurer a ceding commission based on assumed premiums. For the period
from June 17, 2006 to December 31, 2006, the ceding commission paid to the primary insurer was 30.0%. Other expenses of
$411,000 were incurred for the period from June 17, 2006 to December 31, 2006. Other expenses consist primarily of
accounting, banking, management services and legal fees.

Tax Benefit
The effective tax rate for the period from June 17, 2006 to December 31, 2006 was 35.1%.

CORPORATE/OTHER

The corporate/other segment results for the year ended December 31, 2006 include the results of operations of
Employers Alliance, EIHI, Eastern Holding Company, Ltd., Eastern Services, and Global Alliance for the period from
June 17, 2006 to December 31, 2006, and ELH’s group medical insurance run-off operations and corporate activities for the
vear ended December 31, 2006. This segment also includes certain eliminations necessary to reconcile the segment
information to the consolidated statements of operations. For the year ended December 31, 2005, the corporate/other segment
consists of the resuits of operations of ELH’s former general agency operations, group medical insurance run-off operations,
and certain corporate activities of ELH.

Financial Position

December 31, 2007 compared to December 31, 2006. Total assets were $385.5 million as of December 31, 2007,
compared to $368.2 million as of December 31, 2006. The increase in total assets primarily reflects an increase in cash and
investments, premiums receivable, deferred acquisition costs, and other assets, partially offset by a decrease in the net
deferred tax asset. The increase in cash and investments primarily reflects positive cash flows from operations, offset by
stock repurchases and shareholder dividends. The increase in premiums receivable reflects higher direct premiums written in
2007, while the increase in deferred acquisition costs primarily reflects the amortization of purchase accounting adjustments
of $1.5 millien. The increase in other assets primarily reflects an increase in the Company’s equity interest in certain
segregated portfolio cells of $974,000 and an increase in the defined benefit pension plan asset of $1.0 million. The decrease
in the net deferred tax asset primarily reflects an increase in the estimated fair value of the Company’s fixed income and
equity securities and the recording of a deferred tax liability related to the intangible assets acquired.

Total liabilities were $207.7 million as of December 31, 2007, compared to $194.5 million as of December 31, 2006.
The increase in total liabilities primarily reflects an increase in reserves for unpaid losses and LAE, unearned premiums and
the segregated portfolio cell dividend payabie. The increase in reserves primartly reflects the adverse development on prior
year reserves in the specialty reinsurance segment. The increase it unearned premiums primarily reflects the amortization of
purchase accounting adjustments of $2.8 million and the increase in net premiums written from 2006 to 2007. The increase in
the segregated portfolio cell dividend payable primarily reflects the segregated portfolio cell reinsurance segment’s 2007
results of operations.

Total shareholders’ equity was $177.8 million as of December 31, 2007, compared to $173.7 million as of
December 31, 2006. The increase in shareholders” equity primarily reflects 2007 net income of $18.7 million and the change
in estimated fair value of fixed income and equity securities of $624,000, offset by the Company’s stock repurchases of
$15.6 miilion and shareholder dividends of $2.2 million.
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Liquidity and Capital Resources

Liquidity is a measure of an entity’s ability to secure sufficient cash to meet its contractual obligations and operating
needs. The Company's principal sources of funds are underwriting operations, investment income and proceeds from sales
and maturities of investments. The Company’s primary use of funds is to pay claims and operating expenses and to purchase
investments, The Company’s investment portfolio is structured so that investments mature periodically over time in
reascnable relation to current expectations of future claim payments. The Company’s investment portfolio as of
December 31, 2007 had an effective duration of 2.87 years. Currently, claim payments are made from positive cash flow
from operations, but the Company also invests excess cash in securities with appropriate maturity dates matched against
anticipated future claim payments. As these securities mature, the Company intends to invest any excess funds with
appropriate durations to match expected future claim payments.

The Company has a $2.6 million line of credit available to provide additional liquidity if needed and a $44.8 million
letter of credit facility if needed to secure obligations to reinsurers.

On May 15, 2003, Trust I, a business trust subsidiary formed by Global Alliance, issued $8.0 million of fixed/floating
rate trust preferred securities, The securities mature on May 15, 2033, with a provision allowing the Company to call the
securities at par on May 15, 2008. Cash distributions are currently being paid quarterly in arrears at a fixed rate of 7.35%
through May 15, 2008. Subsequent to May 15, 2008 cash distributions will be based on a floating rate equal to the three-
month LIBOR plus 410 basis points. The Cotnpany guarantees all obligations of Trust I with respect to distributions and
payments of these securities. Proceeds from the sale of these securities by the Trust 1 were used to acquire $8.0 million of
fixed/floating rate junior subordinated deferrable interest rate debentures issued by Global Alliance. These debentures have
the same terms with respect to maturity, payments, and distributions, as the fixed/floating rate trust preferred securities issued
by Trust L.

The Company’s ability to manage liquidity results, in part, from the purchase of reinsurance to protect the Company
against severe claims and catastrophic events. See “Item 1—Business, Reinsurance.”

Our domestic insurance subsidiaries’ ability to pay dividends to the Company is limited by the insurance laws and
regulations of Pennsylvania. The maximum annual dividends that the domestic insurance entities may pay without prior
approval from the Departiment is limited to the greater of 10% of statutory surplus or 100% of statutory net income for the
most recently filed annual statement. In addition, EIHI and its subsidiaries are prohibited from declaring or paying any
dividends or other forms of distribution for the three years after June 16, 2006, the effective date of the conversion/merger
transaction, without the prior approval of the Pennsylvania Insurance Commissioner. Eastern Re must receive approval from
the Cayman Islands Monetary Authority before it can pay any dividend to'the Company.

Cash Flows

The primary sources of cash flows for the Company are net premiums writlen, investment income, and proceeds from
the sale or maturity of investments. The major components of cash flow are as follows for the years ended December 31,
2007, 2006, and 2005 (in thousands):

December 31,
2007 2006 2005
Cash provided by (used in) operating activities ..............c.ooovvu... $23917 $17909 §$ (847
Cash used in investing activities . ......... ...t ian i, (10,883) (32,304) (5414)
Cash (used in) provided by financing activities ......................... (17,797) 60,399 —

Cash Flows for the Years Ended December 31, 2007 and 2006. The increase in cash flows from operating activities
from 2006 to 2007 primarily reflects the positive operating results in the workers’ compensation insurance and group benefits
insurance segments during 2007.

The increase in cash flows from investing activities from 2006 to 20077 primarily reflects the use of proceeds from sales
and maturities of securities to fund the Company’s stock repurchase program. Also, the acquisition of EHC resulted in a cash
outflow of $14.1 million during 2006.

Cash flows from financing activities for the year ended December 31, 2007 reflects the Company’s stock repurchase

program and the payment of shareholder dividends. Cash flows from financing activities for the year ended December 31,
2006 primarily reflect the net proceeds from the Company’s initial public offering.
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Cash Flows for the Years Ended December 31, 2006 and 2005. The increase in cash flows from operating activities
from 2005 to 2006 primarily reflects the acquisition of EHC.

The decrease in cash flows from investing activities from 2005 to 2006 primarily reflects cash paid to acquire EHC and
the investment activity of EHC from June 19, 2006 to December 31, 2006.

Cash flows from financing activities for the year ended December 31, 2006 primarily reflects the net proceeds from the
Company’s initial public offering.

Contractual Commitments

The following table summarizes information about contractual obligations and commercial commitments, The
minimum payments under these agreements as of December 31, 2007 were as follows (in thousands):

Payments Due By Period

Less than
Total 1 year 1-3 years 4-5 years After 5 years
Long term debt obligations:

Junior subordinated debentures (1) .......... $ 22926 § 588 §% 1,764 §$ 1,176 $19,398
Total long term debt obligations . ............... $22926 § 588 S 1,764 $ 1,176 $19,398
Real estate lease obligation . . ...... ... .. ... ... 10,157 874 1,833 1,957 5,493
I - 129,788 47,480 43,221 16,043 23,044
Total contractual obligations .................. $162,871 $48,942 $46,818 $19,176 $47,935

(1} Amounts include interest payments associated with the debt issued to related party trust using applicable interest rates as
of December 31, 2007. In connection with the adoption of FIN 46R, the Company does not consolidate the trust
established in connection with the issuance of its trust preferred securities. As a result, the Company reports as a
component of long-term debt the junior subordinated debenture that its subsidiary, Global Alliance, pays to the trust.
For a discussion of the circumstances in which the Company’s subordinated debt may be subject to acceleration, please
see “Liquidity and Capital Resources.”

The loss reserves payments due by period in the table above are based upon the loss and loss expense reserves estimates
as of December 31, 2007, and actuarial estimates of expected payout patterns by line of business. As a result, our calculation
of loss reserve payments due by period is subject to the same uncertainties associated with determining the level of reserves
and to the additional uncertainties arising from the difficulty of predicting when claims (including claims that have not yet
been reported to us) will be paid. For a discussion of our reserving process, see “Item |—Business, Loss and Loss
Adjustment Expense Reserves.” Actual payments of loss and loss adjustment expenses by period will vary, perhaps
materially, from the above table 10 the extent that current estimates of loss reserves vary from actual ultimate claims amounts
and as a result of variations between expected and actual payout patterns.

Off-Balance Sheet Arrangements

As of December 31, 2007, the Company has no off-balance sheet arrangements that have or are reasonably likely to
have a current or future effect on the Company’s financial condition, changes in financial condition, revenues or expenses,
results of operations, liquidity, capital expenditures or capital resources.

Item 7A—Quantitative and Qualitative Disclosures About Market Risk

Market risk is the potential economic loss principally arising from adverse changes in the fair value of financial
instruments. The major components of market risk affecting the Company are credit risk, interest rate risk, and equity risk.

Credit Risk. Credit risk is the potential economic loss principally arising from adverse changes in the financial condition
of a specific debt issuer. The Company addresses this risk by investing primarily in fixed-income securities which are rated
“A” or higher by Standard & Poor’s. The Company also independently, and through the Company’s outside investment
manager, monitors the financial condition of all of the issuers of fixed-income securities in the portfolio. To limit the
Company’s exposure to risk, the Company employs diversification rules that limit the credit exposure to any single issuer or
business sector.
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Interest Rate Risk. The Company had fixed-income investments with a fair value of $221.3 million at December 31,
20077, that are subject to interest rate risk. The Company manages the exposure to interest rate risk through an asset/liability
matching and capital management process. In the management of this risk, the characteristics of duration, credit and
variability of cash flows are critical elements. These risks are assessed regularly and balanced within the context of the
Company’s liability and capital position.

The table below summarizes the Company s interest rate risk. It illustrates the sensitivity of the fair value of the
Company’s fixed income and convertible bond portfolio to selected hypothetical changes in interest rates as of December 31,
2007. The selected scenarios are not predictions of future events, but rather illustrate the effect that such events may have on
the fair value of the Company’s fixed income and convertible bond portfolio and shareholders” equity (doliars in thousands).

Hypothetical
Percentage Increasc
Estimated Change in  FEstimated (Decrease) in
Hypothetical Change in Interest Rates Fair Value Fair Value  Shareholders’ Equity
200 basis POINLINCIEASE ..ottt iiin et na s aenrnns $(15,761) $205,502 (8.9Y%
100 basis pOINt INCTEASE . . ... .ttt iiee i (7,811) 213,452 4.4)Y%
S0 DASIS INCIEASE &+ v v e e i et e ettt it e et e ey (3,869) 217,394 (2.2Y%
NOCRANEE . .ot e — 221,263 —
50 basis pointdecrease ... ... 3,740 225,003 2.1%
100 basis point decrease . ... ..ot e 7.367 228,630 4.1%
200 basis pointdecrease . ......... . i 14,250 235,513 8.0%

Equity Risk. Equity risk is the risk that the Company may incur economic loss due to adverse changes in equity prices.
The Company’s exposure to changes in equity prices primarily results from its holdings of exchange traded funds and other
equities. The Company’s portfolio of equity securities is carried on the balance sheet at fair value. Since only a small
percentage of the Company’s assets are invested in equity securities, the Company does not believe that its exposure 10
equity price risk is significant.

Impact of Inflation

Inflation rates may impact the Company’s financial condition and operating results in several ways. Fluctuations in rates
of inflation influence interest rates, which in turn affect the market value of the investment portfolio and yields on new
investments, [nflation also affects the portion of losses and loss reserves that relates to hospital and medical expenses and
property claims and loss adjustment expenses, but not the portion of losses and loss reserves that relates to workers’
compensation indemnity payments for lost wages, which are fixed by statute. Adjustments for inflationary effects are
included as part of the continual review of loss reserve estimates. Increased costs are considered in setting premium rates,
and this is particularly important in the health care area where hospital and medical inflation rates have exceeded general
inflation rates. Operating expenses, including payrolls, are affected to a certain degree by the inflation rate.
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Itern 8—Financial Statements and Supplementary Data

PRICEAATERHOUSE( COPERS

PricewaterhouseCoopers LLP
Two Commarce Square, Suite 1700
2001 Market Street

Philadslphia PA 18103-7042
Telephone (267) 330 3000
Facsimile (267) 330 3300

Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
of Eastern Insurance Holdings, Inc.:

In our opinion, the consolidated financial statements listed in the index appearing under Item 15(a)(1) present fairly, in all
material respects, the financial position of Eastern Insurance Holdings, Inc. and its subsidiaries (the “Company™) at December 31,
2007 and December 31, 2006, and the results of their operations and their cash flows for each of the years then ended in conformity
with accounting principles generally accepted in the United States of America. In addition, in our opinion, the financial statement
schedules listed in the index appearing under Item 15(a)(2) present fairly, in all material respects, the information set forth therein
when read in conjunction with the related consolidated financial statements. Also in our opinion, the Company maintained, in all
material respects, effective internal control over financial reporting as of December 31, 2007, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
{COS0). The Company’s management is responsible for these financial statements and financial statement schedules, for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal control over
financial reporting, included under Item 9A in Management’s Report on Internal Control over Financial Reporting. Our
responsibility is to express opinions on these financial statements, on the financial statement schedules, and on the Company’s
internal control over financial reporting based on our integrated audit which was an integrated audit in 2007, We conducted our
audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of
material misstatement and whether effective internal control over financial reporting was maintained in all material respects. Our
audits of the financial statements included examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. Our audit of internal control over financial reporting included obtaining an understanding
of internal control over financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the design
and operating effectiveness of internal control based on the assessed risk. Our audits also included performing such other
procedures as we considered necessary in the circumstances. We believe that our audits provide a reasonable basis for our opinions,

As discussed in Note 2 to the consolidated financial statements, the Company changed the manner in which it accounts
for convertible bond securities in 2007,

A company's internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reporting includes those policies and
procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with authorizations of management and
directors of the company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements, Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

/s/ PricewaterhouseCoopers LLLP
Philadelphia, Pennsylvania
March 14, 2008




Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
Eastern [nsurance Holdings, Inc. and Subsidiaries
Lancaster, Pennsylvania

We have audited the accompanying consolidated statements of operations and comprehensive income (loss), changes in
shareholders’ equity, and cash flows of Eastern Insurance Holdings, Inc. and subsidiaries (formerly Educators Mutual Life
Insurance Company) (the Company) for the year ended December 31, 2005. The Company’s management is responsible for
these consolidated financial statements. Our responsibility is to express an opinion on these consolidated financial statements
based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. The Company is not required to have, nor were we engaged to
perform, an audit of its internal control over financial reporting. Our audit included consideration of internal controi over
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose
of expressing an opinion on the Company’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated
financial statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinion, the 2005 consolidated financial statements referred to above present fairly, in all material respects, the
results of operations and cash flows of Eastern Insurance Holdings, Inc. and subsidiaries for the year ended December 31,
2005 in conformity with accounting principles generally accepted in the United States of America.

/s/ Beard Miller Company LLP
Beard Miller Company LLP

Harrisburg, Pennsylvania
March 24, 2006
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EASTERN INSURANCE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share and per share data)

ASSETS

[nvestmentis;
Fixed income securities, at estimated fair value (amortized cost, $202,039; $201,226) .....
Convertible bonds, at estimated fair value (amortized cost, $14,232,%— ) .. ... ... ... ...
Equity securities, at estimated fair value (cost, $19,578; $17.027) .....................
Equity call options, at estimated fair value (cost, $-— ;32,230) ...........ovieiin .t
Other long-term investments at estimated fair value (cost, $10,386; $11,298) ............

Total IMVESHMEIIIS .« .ot ittt e e et e e et e e e e e e

Cashand cashequivalents . .. ... ... ..o e e
Accrued INVESHMENE INCOME ... ... ... ittt e e e aa e e nenas
Premiums receivable (net of allowance, $558; $8558) .. ... . o
Reinsurance recoverable on paid and unpaid losses and loss adjustment expenses . ............
Deferred acquisition COSES . . ... ... it e
Deferred INCOME taXeS, MEL . . . oottt et ettt e ae e et e e e s e e
Federal income taxes recoverable . .. ... ... e
Intangible ASSe1S . . ... .. e
Goodwill . ... e

LIABILITIES

Reserves for unpaid losses and loss adjustment expenses .. ... ... .. ... .. .. ... L.
Uneamned Premium reServes .. ... ... ...t e e
Advance PrEMLIUM . . ... .. e
Accounts payable and accrued expenses . ... ... .. L e
Ceded reinsurance balances payable . . ... ... ... L e
Benefit plan liabilities .. .. ... ... . e
Segregated portfolio cell dividend payable . .. ... ... . o . o oo
Federal income taxes payable ......... ... ... ... .
Junior subordinated debentures . . . ... ... e

Total liabilities

Commitments and contingencies (Note 16)
SHAREHOLDERS’ EQUITY

Series A preferred stock, par value $0, auth. shares—3,000,000; no shares issued and
OESEANAIIE . . . e
Common capital stock, par value $0, auth. shares—20,000,000; issued—11,597,723 and
11,351,048, respectively; outstanding—10,580,858 and 11,351,048, respectively ...........
Unearned ESOP COMPENsation . ... .. ... .. .ttt et iaee e
Additional paid incapital ................ S
Treasury stock, at cost (1,016,865 shares) ......... .. .. .. ...
Retained eamnings ... ... ... i e e
Accumulated other comprehensive income, net . ... . L L i e

Total shareholders’ equity . . ... ... e

Total labilities and shareholders’ equity . ....... ... .. i i i

See accompanying notes to consolidated financial statements.
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December 31, December 31,
2007 2006
$205,785 $204.444
15,478 —

20,541 18,219
— 3,318
11,317 11,604
253,121 237,585
45,940 50,703
2,290 2,236
26,846 23,225
26,303 27,525
0,257 4,501
1,229 2,696
846 —
6,372 8,110
7.992 5.140
8,322 6,485
$385,518 $368,206
$129,788 $126,467
39,826 34,600
1,380 1,755
8.422 7,785
6,762 5,623
334 324
13,168 7,962
— 1,902
8,007 8,044
207,687 194,462
(6,354) (7.10D)
110,166 108,502
(15,589) —
86,363 69,483
3,245 2,860
177,831 173,744
$385,518 $368,206




EASTERN INSURANCE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE INCOME (LOSS)
{In thousands, except per share data)

For the Years Ended December 31,

2007 2006 2005
REVENUE
Net Premiums BarMed . . . ..o\ttt ettt e e e 5129495 $74919 $38,702
Net investment INCOMIE . . . .. ..ttt et ettt ettt sttt e e 12,428 8,992 3.815
Net realized investment gains .. ... ... ... . ittt tannrae i 2,888 2,757 445
O e TEVENUE . . . . . . e e 683 313 1,066
O Al TEVEIIIE & . ottt e e et e e sttt et e e e e e e e 145,494 86,981 44,028
EXPENSES
Losses and loss adjustment expenses incurred ... ... i 73,588 47913 27,090
Acquisition and other underwriting eXpenses .. ... i 17,056 7,242 5,452
L 1T g5 {153 1S U 21,801 14,390 9,674
Amortization of intangibles . .. ... .. .. . L 1,738 1,087 —_
Policyholder dividend expense .. ...... .. ... . i 543 239 —
Segregated portfolio dividend expense ........ ... .. ... ... i il i 4,423 2.890 e
TOtAl EXPEMSES .« o vttt ettt e 119,149 73,761 42,216
Income before INCOME tAXES . .. .. .ttt ittt eaeeenens 26,345 13,220 1,812
INCOME 18K BXPEISE . . oottt ettt ettt e e e e e 7,662 4,942 685
IR (= T 1T 1T~ OO $ 18,683 % 8278 § 1,127
Other comprehensive income (loss)
Unrealized holding gains (losses) arising during period, net of tax of $1,209, $1,217,

AN B(026) . o e 2,246 2,261 (1,162)
Amortization of unrecognized benefit plan amounts, net of tax of $58, $0,and $0 .. . .. 108 — —_
Less: Reclassification adjustment for gains included in net income, net of tax of $842,

B30, and 204 L . e e 1,564 728 . 397

Other comprehensive income (loss) . ........ .. o i e 790 1,533 (1,559
Comprehensive income (l0S8) .. ... .. v uuietr e $ 19473 $ 9811 $ (432)
EARNINGS PER SHARE (SEE NOTE 6):
NELINCOIMIE .« . . oo ottt e e e e e e e e e e e e e e e e e et e $ 18,683 § 7.142 $§ N/A
Basic eamnings pershare ... ... ... ... e e $ 182 % 067 § NA
Diluted earmings PerShare ... ... ... ..ot e 5 176 $ 065 § NA

See accompanying notes to consolidated financial statements.
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EASTERN INSURANCE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS® EQUITY
For the Years Ended December 31, 2007, 2006 and 2005
(In thousands, except share data)

Outstanding Shares

Accumulated
Other
Series A Common Unearned  Additional Comprehensive
Preferred Common Capital Capital ESOP Paid-In  Treasury Retained Income,
Stock Stock Stock Compensation Capital Stock  Earnings Net of Taxes Total
Balance, January 1,

2005 ...l —_ — $— $ - $ — § — $60078 $2463 § 62,541
Netincome ............. —_— — — - — — 1,127 — 1,127
Other comprehensive loss,

netoftax ............ — — - - — — — (1,559 (1.559)
Balance, December 31,

2005 ... ..l —_ — — - — — 61,205 904 62,109
Net proceeds from stock

offering ............. —_ 7,475,000 — -— 69,597 — — —_— 69,597
Unearned ESOP

compensation ... ...... — _ — (7,475) — — — — (71.475)
ESOP shares released .... — — 374 151 — — — 525
Issuance of commeon

stock ... .. — 3,876,048 — -— 38,754 — — — 38,754
Netincome ............. — — — — — _— 8,278 — 8,278
Other comprehensive

income, netoftax ..... — — — —_ — — —_ 1,533 1,533
Adoption of SFAS 158 ... — — — — — —_ — 423 423
Balance, December 31,

2006 ... ... ..., — 11,351,048 - (7.101) 108,502 — 69,483 2,860 173,744
Adoption of SFAS 155 ... - — _— — — — 405 (40%) —_
ESOP shares released .... — —_ — 747 409 — - — 1,156
Issuance of stock

awards .............. — 246,675 —_ — 1,255 — - — 1,255
Repurchase of common

stock .............. .. — (1,016,865) — —_ —  (15,589) — — (15,589)
Shareholder dividend ... .. — _ — — —_ —  (2,208) — (2,208)
Netincome ............. —_ — —_ — — — 18,683 — 18,683
Other comprehensive

income, netoftax ..... - — — - — — -_ 790 790
Balance, December 31,

2007 ...l 10,580,858 $— $(6,354) $110,166 $(15,589)$86,363  $ 3245 $177,831

See accompanying notes to consolidated financial statements.
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EASTERN INSURANCE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended December 31, 2007, 2006 and 2005
(In thousands)

Cash flows from operating activities:
Nl ICOMIE . . oo e et e e e
Adjustments to reconcile net income to net cash provided by (used in) operating activities:
Depreciation and amortization .. ...... ... .ottt iit i i e e
Amortization of bond premium/discount .. ....... ... ... .o e
Net realized investment Zains .. ....... ...ttt in i itaisiaaanannn
Equity in income of limited partnerships ......... ... ... it
Loss on disposal of property andequipment .. ..ol
Recognition of deferred gainon sale of building ... ................ ... ...,
Deferred tax (benefit) provision . ... ... . L L e
StocK COmMPEnsation .. .. ... ot et
Intangible asset amOMIZALION . . .. ... ... ... i it i i it
Changes in assets and liabilities:

Accrued invesStmMENT INCOMIE ... ..o ..ttt e e e e icea e
Premiums receivable .. ... ... . e

Reinsurance recoverable on paid and unpaid losses and loss adjustment
EXPEIISES © . v et e e e ettt e e e e e e
Deferred acquisition CoSIS .. ... .. ... . e
OUhET S5BL8 . . .. ottt et ettt e e
Reserves for unpaid losses and loss adjustment expenses . ... ..ovvvnevnnnonn
Unearned and advance premium . ............ ... .00 iiiiiiaarraaanian.,
Ceded reinsurance balances payable ... ....... ... ... .. ... .. ... ..
Accounts payable and accrued eXpenses . .. ... ...l iiiiiii e
Benefit plan liabilities . ..... ... . o i
Federal income taxes recoverable/payable ............ ... ... ... . ...
Segregated portfolio cell dividend payable . ............. .. ... . ... . ...
Other liabilities ........ ... i i it

Net cash provided by (used in) operating activities ....................

Cash flows from investing activities:
Purchase of fixed income seclnities ... ... ... ..ttt i,
Purchase of equity securities . . .. .. P
Purchase of other long-térm investments ... ... ... ... ...cciiviiriiiiriarinean.
Proceeds from sale of fixed income securities . .......... ... . 0 e
Proceeds from maturities/calis of fixed income securities .............. .. ... L.
Proceeds from the sale of equity securities ........ ... ... ittt
Proceeds from sale of other long-term investments . ..............ccieiieniiaaan.
Change in unsettled investment purchases andsales ........................ R
Acquisition of Eastern Holding Company, Ltd., net of cashreceived ..................
Net proceeds from sale of interest in IBSi .. ......... .. ... ... . ... ...
Principal payments received onmortgage loans . ...... ... ... . oo
Purchase of equipment, net .. .. ... . o e

Net cash used in investing activities ... ............................,

Cash flows from financing activities:
Proceeds from initial public offering, netof expenses .................. .. ... .. ...
Repayment of long-termdebt ............ ... e e e e e
Shareholderdividend ... ... . o e e

Net cash (used in} provided by financing activities ..................... ...

Net (decrease) increase in cash and cash equivalents ......... .. ... ... iiiiiniiiniinnn.
Cash and cash equivalents, beginningof period ............... ... ... ... . i i

Cash and cash equivalents, end of period ... ... P

Supplemental disclosure of cash flow information:
Cash paid forincome taxes .. .... ... .. .. . . it
Cash paid forinterest . . ... ..ot e e

See accompanying notes to consolidated financial statements.
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2007 2006 2005
$ 18,683 $ 8278 $ 1.127
397 263 222
282 517 167
(2,888)  (2,757) (445)
(759) (236) (100)

I 19 32
— (287) (116)
(1,795) (243) 344
2411 525 —
1,738 1,087 —
(54) 101 9]
(3.621) 5,084 (33)
1,222 4024 (682)
(1,756)  (4.501) —
(2,006) (394)  (1,555)
3,321 985 753
4,851 4,275 105
1,139 (1,081 44
345 185 809
(52) (88)  (1,349)
(2,748) 1,703 120
5,206 450 —
— — (381)
23917 17,909 (847)
(123,205)  (63,783) (18.982)
(13,280) (15,666) —
(500)  (7,860) —
50,309 42443 6,166
61947 19,699 7,097
11,956 6,855 —
1,876 550 —
352 (352) —
— (14,149 —
— —_ 210

15 18 112
(353) 59 (17
(10,883) (32,304)  (5414)
— 62122 —
- (1,723) —
(2,208) — —
(15,589) —_ -
(17,797} 60,399 —
(4,763) 46,004  (6261)
50,703 4,699 10,960
$ 45940 $50,703 $ 4,699
$ 11,800 $ 7,163 $§ 200
$ 606 $§ 324 § —




Eastern Insurance Holdings, Inc. and Subsidiaries

Notes to Consclidated Financial Statements
(Dollars in thousands except share and per share data)

1. Background and Nature of Operations

Eastern Insurance Holdings, Inc. (“EIHF") was formed by Eastern Life and Health Insurance Company (“ELH"),
formerly Educators Mutual Life lnsurance Company, for the purpose of converting from a mutual life and health insurance
company to a stock life and health insurance company. On June 16, 2006, EIHI completed its common stock offering and
ELH completed its conversion from a mutua! company to a stock company and became a wholly-owned subsidiary of EIHL
In the common stock offering, EIHI sold 7,475,000 shares of its common stock at a price of $10.00 per share, raising gross
proceeds of $74,750. Direct expenses of the offering were $5,153 and were recorded as a direct reduction of additional
paid-in capital in the accompanying consolidated balance sheet in 2006.

Immediately after the common stock offering and conversion, EIHI purchased all of the outstanding common stock of
Eastern Helding Company. Ltd. (“EHC”) for a purchase price of $78,929 (See Note 3).

EIHI is an insurance holding company offering workers’ compensation and group benefits insurance products through
its wholly-owned subsidiaries. The accompanying consolidated financial statements include the accounts of EIHI and its
wholly-owned subsidiaries (collectively, the “Company”), EHC and ELH, and EHC’s wholly-owned subsidiaries, Eastern
Services Corporation (“Eastern Services™), Global Alliance Holdings, Ltd. (“Global Alliance™), Global Alliance Statutory
Trust I (“Trust ["’}, Eastern Alliance Insurance Company (“Eastern Alliance”), Allied Eastern Indemnity Company (“Allied
Eastern™), Eastern Advantage Assurance Company (“Eastern Advantage™), Eastern Re Ltd., §.P.C. (“Eastern Re”), and
Employers Alliance, Inc. (“Employers Alliance”).

Effective June 16, 2006, EHC was redomesticated from the Cayman Islands to the United States of America. As a result
of the redomestication, EHC and Eastern Re are subject to federal income tax on a prospective basis.

The Company operates in five segments: workers’ compensation insurance, group benefits insurance, specialty
reinsurance, segregated portfolio cell reinsurance, and corporate/other. See Note 15 for a description of each segment.

2. Significant Accounting Policies
Basis of Presentation

The accompanying consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States of America (“GAAP”).

The consolidated statements of income and comprehensive income for the year ended December 31, 2006 represent the
results of operations of the group benefits insurance segment for the year ended December 31, 2006 and the results of
operations of the workers’ compensation insurance segment, segregated portfolio cell reinsurance segment and specialty
reinsurance segment for the period from June 17, 2006 to December 31, 2006. The corporate/other segment for the year
ended December 31, 2006 represents the results of operations of ELH’s corporate activities for the year ended December 31,
2006 and the results of operations of EIHI, EHC, Employers Alliance, Global Alliance, and Eastern Services for the period
from June 17, 2006 to December 31, 2006. Basic and diluted earnings per share for the year ended December 31, 2006 is
computed by dividing consolidated net income for the peried from June 17, 2006 to December 31, 2006 by the weighted
average number of shares outstanding for the period.

All inter-company transactions and related account balances have been eliminated in consolidation.

Certain amounts in the prior year consolidated financial statements have been reclassified to conform to the current year
presentation.

Use of Estimates

The preparation of the consolidated financial statements requires management to make estimates and assumptions that
affect the amount of reported assets and liabilities and disclosures of contingent assets and liabilities as of the date of the
consolidated financial statements and the reported amounts of revenue and expenses during the reporting period. The most
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significant estimates in the consolidated financial statements include reserves for unpaid losses and loss adjustment expenses,
earned but unbilled premium, deferred acquisition costs, return premiums under reinsurance contracts, and current and
deferred income taxes. Actual results could differ from these estimates.

Cash and Cash Equivalents

The Company considers all investments with original maturity dates of three months or less to be cash equivalents for
purposes of the consolidated statements of cash flows. The carrying amount of cash equivalents approximates their fair value.

Investments
Fixed Income Securities

The Company’s investments in fixed income securities are classified as available-for-sale and are carried at estimated
fair value, with unrealized gains and losses reported in accumulated other comprehensive income (loss), net of tax. Fixed
income securities include publicly traded and private placement bonds. The estimated fair value of publicly traded bonds is
determined based on quoted market prices received from nationally recognized pricing services or, in the absence of quoted
market prices, dealer quotes or matrix pricing, all of which are based on observable market-based inputs when available.
Adverse credit market conditions during the second half of 2007 caused some markets to become relatively iiliquid, thus
reducing the availability of certain data used by the independent pricing services and dealers. The estimated fair value of
private placement bonds is determined vusing valuation models, taking into consideration the securities’ coupon rate, maturity
date, and other pertinent features.

Premiums or discounts are amortized using the effective interest method. Realized gains or losses are based on
amortized cost and are computed using the specific identification method. The Company monitors its fixed income securities
for unrealized losses that appear to be other-than-temporary. The Company performs a detailed review of these securities to
determine the underlying cause of the unrealized loss and whether the security is impaired. At the time a security is
determined to be other-than- temporarily impaired, the Company reduces the book value of the security to the estimated fair
value and records a realized loss in the consolidated statements of operations and comprehensive income (loss). Any
subsequent increase in the security’s estimated fair value would be reported as an unrealized gain,

Convertible Bond Securities

The Company adopted Statement of Financial Accounting Standards No. 155 (SFAS 155), *Accounting for Certain
Hybrid Financial Instruments, an amendment of FASB Statements No. 133 and 1407, on January |, 2007. Prior to Janvary |,
2007, the Company accounted for its convertible bond securities in accordance with SFAS 133, “Accounting for Derivative
Instruments and Hedging Activities,” and bifurcated the equity call option, or embedded derivative, from the convertible
bend security, or host contract, Under SFAS 133, the change in the fair value of the equity call option was reported as a
realized gain or loss in the Company’s consolidated statement of operations and comprehensive income (loss) and the change
in the fair value of the convertible bond security was reported as an unrealized gain or loss in accumulated other
comprehensive income, net of tax. Upon adoption of SFAS 155, the equity call option is no longer bifurcated from the
convertible bond security and the change in the fair value of the Company’s convertible bond securities, which meet the
definition of a hybrid financial instrument under SFAS (55, is reported as a realized gain or loss in the consolidated
statement of operations and comprehensive income (loss). The adoption of SFAS 155, which did not change the carrying
value of Company’s convertible bond securities, was reported as a cumulative effect adjustment to beginning shareholders’
equity and resulted in a reclassification between retained earnings and accumulated other comprehensive income of $405.

SFAS 135 prohibits restatement of prior years’ financial statements. As a result, the Company’s consolidated balance
sheel as of December 31, 2006 has not been adjusted to reftect the adoption of SFAS 155. The following table provides the
impact to the Company’s consolidated balance sheet as of December 31, 2006 under SFAS 155 (in thousands).

As Balance Under
Reported Adjustment SFAS 155
Fixed income securities . . .. ...coovvniir i, $204.444  $(10,227) $194,217
Convertiblebonds ................ .. . . $ — $ 13,545 $ 13,545
Equity calloptions .. ...... ..o $ 3318 % (3.318) § —
Retained earnings ...........ccoiiiiiiinneiiiinaan. $ 69483 § 405 $ 69,888
Accumulated other comprehensive income, net .. .. ........ $ 2860 $ (409) $ 2455




Equity Securities

The Company’s investments in equity securities are classified as available-for-sale and are carried at estimated fair
value, with unrealized gains and losses reported in accumulated other comprehensive income (loss), net of tax. The estimated
fair value of equity securities is determined based on quoted market prices obtained through an independent pricing service
or independent broker.

Realized gains or losses are based on cost and are computed using the specific identification method. The Company
monitors its equity securities for unrealized losses that appear to be other-than-temporary. The Company performs a detailed
review of these securities to determine the underlying cause of the unrealized loss and whether the security is impaired. At
the time a security is determined to be other-than-temporarily impaired, the Company reduces the cost of the security to the
estimated fair value and records a realized loss in the consolidated statements of operations and comprehensive income
(loss). Any subsequent increase in the security’s estimated fair value would be reported as an unrealized gain.

Other Long-Term Investments

Other long-term investments consist primarily of investments in limited partnerships. Investments in limited
partnerships are reported in the consolidated financial statements using the equity method. Changes in the value of the
Company's proportionate share of its limited partnership investments are included in net investment income in the
consolidated statements of operations and comprehensive income (loss).

Premiums

Premiums generated by the Company’s workers’ compensation insurance segment, including estimates of additional
premiums resulting from audits of insureds’ records, are generally recognized as written upon inception of the policy.
Premiums written are primarily earned on a daily pro rata basis over the terms of the policies to which they relate.
Accordingly, unearned premiums represent the portion of premiums written which is applicable to the unexpired portion of
the policies in force. Workers' compensation premiums are determined based upon the payroll of the insured, the applicable
premium rates and, where applicable, an experience based modification factor. An audit of the policyholders’ records is
conducted after policy expiration to make a final determination of applicable premiums. Included in net premiums earned is
an estimate for earned but unbilled final audit premiums. The Company estimates earned but unbilled premiums by tracking,
by policy, how much additional premium is billed in final audit invoices as a percentage of payroll exposure to estimate the
probable additional amount that it has earned, but not yet billed, as of the balance sheet date. Earned but unbilled premiums
accrued as of December 31, 2007 and 2006, and included in net premiums earned, totaled $1,500.

Premiums generated by the Company’s group benefits insurance segment are generally billed on a monthly basis with
premiums being earned in the month in which the coverage is provided. Unearned premiums represent premiums that have
been received but for which the coverage period has not expired. Advance premiums represent premiums that have been
received in advance of the coverage period. Premiums receivable represent only those preminms that have been billed to
policyholders for coverage periods through the balance sheet date.

Reinsurance premiums assumed by the Company’s specialty reinsurance segment are estimated based on information
provided by the ceding companies. The information used in establishing these estimates is reviewed and subsequent
adjustments are recorded in the period in which they are reported. These premiums are earned over the terms of the related
reinsurance contracts.

Other Revenue

Other revenue primarily consists of service revenue related to claims adjusting and risk management services. Claims
adjusting and risk management service revenue is earned over the term of the related contracts in proportion to the actual
services rendered.

Losses and Loss Adjustment Expenses

A liability is established for the estimated unpaid losses and loss adjustment expenses (“LAE”) of the Company’s
workers’ compensation insurance segment under the terms of, and with respect to, its policies and agreements and includes
amounts determined on the basis of claims adjusters’ evaluations and an amount based on past expenence for losses incurred
but not reported. ‘
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The Company discounts its reserves for unpaid losses and LAE for workers’ compensation claims on a non-tabular
basis, using a discount rate of 3.0%, based upon regulatory guidelines. The reserves for unpaid losses and LAE have been
reduced for the effects of discounting by approximately $3,474 and $3,308 as of December 31, 2007 and 2006, respectively.

A liability is established for the estimated unpaid losses and loss adjustment expenses of the Company’s group benefits
insurance segment as follows;

*  The liability for reported but unpaid long-term disability claims is calculated using the 1987 Commissioners Group
Disability Table. The long-term disability reserves are discounted based on the expected rate of return of ELH's
fixed income portfolio in the year that the claim was incurred. The discount rate for claims incurred in 2007 and
2006 was 5.25% and 4.75%, respectively. The liability for incurred but not reported claims is estimated on a
policy-by-policy basis, taking into consideration average monthly premium, policy elimination periods, and an
expected loss ratio,

*  The liability for reported but unpaid and incurred but not reported dental and short-term disability claims is
estimated using statistical claim development models, taking into consideration historical claim severity and
frequency patterns and changes in benefit structures that may impact the amount at which claims are ultimately
settled. For the mosi recent incurral months, which usually consist of the last three months, the liability is estimated
by applying an expected loss ratio to net premiums earned, less claim payments through the balance sheet date.

¢ The liabtlity for reported but unpaid term life claims represent those claims reported to the Company as of the
balance sheet date for which payment has not yet been made. Term life incurred but not reported claims are
estimated based on historical patterns of claims incurred as a percent of in-force premium as of the balance sheet
date.

»  The liability for life premium waiver reserves represents the present value of future life insurance benefits under
those term life insurance policies for which premium has been waived due to the insured’s disability. The liability
for life premium waiver reserves is calculated using the 2005 Group Term Life Waiver Reserve Table for claims
reported on or after October [, 2007 and the 1970 Intercompany Group Life Disability Table for claims reported
prior to October 1, 2007.

A liability is established for the estimated unpaid losses and LAE of the Company’s specialty reinsurance segment
based on information provided by the ceding company. Premiums and reported claims data provided by the ceding company
is utilized by management to estimate the ultimate losses and LAE, including an amount for incurred but not reported claims.

The methods used to estimate the reserves for unpaid losses and LAE are reviewed periodically and any adjustments
resuiting therefrom are reflected in current operations.

Management believes that its reserves for unpaid losses and LAE is adequate as of December 31, 2007. However,
estimating the ultimate liability is necessarily a complex and judgmental process inasmuch as the amounts are based on
management’s informed estimates and judgments using data currently available. If the Company’s ultimate losses, net of
reinsurance, prove to differ substantially from the amounts recorded as of December 31, 2007, the related adjustments could
have a material adverse effect on the Company’s financial condition, results of operations or liquidity.

Reinsurance

In the ordinary course of business, the Company assumes and cedes reinsurance with other insurance companies. These
arrangements provide greater diversification of business and minimize the net loss potential arising from large claims. Ceded
reinsurance contracts do not relieve the Company of its obligation to its insureds. Premiums and claims under the Company’s
reinsurance contracts are accounted for on a basis consistent with those used in accounting for the underlying policies
reinsured and the terms of the reinsurance contracts. The Company has certain reinsurance contracts that provide for return
premium based on the actual loss experience of the written and reinsured business. The Company estimates the amounts to
be recorded for return premium based on the terms set forth in the reinsurance agreements and the expected loss experience.

The reinsurance recoverable for unpaid losses and LAE includes the balances due from reinsurance companies for
unpaid losses and LAE that are expected to be recovered from reinsurers, based on contracts in force.

’

Policy Acquisition Costs

Policy acquisition costs consist primarily of commissions and premium taxes that vary with and are primarily related to
the production of premium. Policy acquisition costs are deferred and amortized over the period in which the related
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premiums are earned. Deferred acquisition costs are limited to the estimated amounts recoverable after providing for losses
and loss adjustment expenses that are expected to be incurred based upon historical and current experience. Anucxpated
investment income is considered in determining recoverability.

The Company’s group benefits insurance policies are cancelable and are not guaranteed renewable. In addition, the
group benefits insurance policies provide coverage on a month-to-month basis with most policies’ coverage effective on the
first of each montih. As a result, most of the Company's group benefits insurance premiums are earned as of the balance sheet
date. Based on the nature of the Company’s group benefits insurance policies, costs related o the acquisition of new and
renewal business are expensed as incurred.

Amortization of policy acquisition costs, before the impact of purchase accounting, totaled $6,033 and $2,541 for the
years ended December 31, 2007 and 2006, respectively. There were no deferred acquisition costs or related amortization in
2005.

Income Taxes

Deferred tax assets and liabilities are determined based on differences between the financial reporting and tax basis of
assets and liabilities and are measured using enacted tax rates and laws that are expected to be in effect when the difference is
reversed. A valuation allowance is recorded against gross deferred tax assets if it is more likely than not that all or some
portion of the benefits related to the deferred tax assets will not be realized.

Eastern Alliance, Allied Eastern and ELLH are not subject to state income taxes; rather, they are subject to state premium
tax in the jurisdictions in which they write business. Employers Alliance and Eastern Services are subject to Pennsylvania
state income tax.

Eastern Re is an exempt entity under the Companies Law of the Cayman Islands; however, Eastern Re’s earnings and
profits are subject to federal income tax for earnings subsequent to June 16, 2006, as a result of the redomestication of EHC.

Policyholder Dividends

The Company issues certain workers™ compensation insurance policies with dividend payment features. These
policyholders share in the operating results of their respective policies in the form of dividends. Dividends to policyholders
are accrued during the period in which the related premiums are earned and are determined based on the terms of the
individual policies. As of December 31, 2007 and 2006, the Company recorded accrued dividends payable of $989 and $598,
respectively, which are included in accounts payable and accrued expenses on the consolidated balance sheets.

Property and Equipment

Property and equipment, including expenditures for significant improvements and purchased software, is carried at cost
less accumulated depreciation and amortization. Maintenance, repairs and minor improvements are expensed as incurred.
When property and equipment is retired or otherwise disposed of, the cost and related accumulated depreciation are removed
from the accounts and any resulting gain or loss is included in operations. Depreciation is computed under the straight-line
method. The estimated useful lives of property and equipment range from 3-7 years. Accumulated depreciation and
amortization expense totaled $6,534 and $6,038 as of December 31, 2007 and 2006, respectively. Depreciation and
amortization expense tolaled $397, $263, and $222 for the years ended December 31, 2007, 2006 and 2005, respectively.

Property, equipment and software are reviewed for impairment whenever changes in circumstances indicate that the
carrying value of such assets may not be recoverable. Impairment losses are recognized to the extent the carrying amount of
the assel exceeds the undiscounted cash flows expected to result from the use of the asset and its eventual disposal. There
were no impairments recorded in 2007, 2006 or 2005.

Assessments

The Company is subject to state guaranty fund assessments in the states in which it is licensed, which provide for the
payment of covered claims or to meet other insurance obligations from insurance company insolvencies. The Company’s
assessments consist primarily of charges from the Workers’ Compensation Security Fund of Pennsylvania (“Security Fund”).
The Security Fund serves as a guaranty fund to provide claim payments for those workers entitled to workers’ compensation
benefits when the insurance company originally providing the benefits was placed into liquidation by a court. Security Fund
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assessments are established on an actuarial basis to provide an amount sufficient to pay the outstanding and anticipated
claims in a timely manner, to meet the costs of the Pennsylvania Insurance Department to administer the fund and to
maintain a minimum balance in the fund of $500 million. If the Security Fund determines that the batance in the Security
Fund is less than $500 million based on the actuarial study, then an assessment up to one percent of direct written premium is
made to all companies licensed to write workers’ compensation in Pennsylvania. Eastern Alliance and Allied Eastern
recognize a liability and the related expense for the assessments when premiums covered under the Security Fund are
written; when an assessment from the Security Fund has been imposed or it is probable that an assessment will be imposed;
and the amount of the assessment is reasonably estimable. No assessments were recorded in 2007 or 2006,

Goodwill and Intangible Assets

Goodwill represents the excess of cost over the fair value of net assets of businesses acquired. Goodwill and other
intangible assets acquired in a purchase business combination and determined to have an indefinite useful life are not
amortized, but are instead tested for impairment at least annually. Intangible assets with estimable useful lives are amortized
over their respective estimated useful lives to their estimated residual values, and reviewed for impairment in accordance
with Staternent of Financial Accounting Standards No. 144 (“SFAS 144"}, “Accounting for Impairment or Disposal of
Long-Lived Assets.” No impairments were recorded in 2007 or 2006.

Treasury Stock

The Company records the repurchase of shares of its common stock using the cost method. Under the cost method,
treasury stock is recorded based on the actual cost of the shares repurchased.

Stock-Based Compensation

The Company adopted the Eastern [nsurance Holdings, Inc. 2006 Stock Incentive Plan (the “Stock Incentive Plan™) on
December 18, 2006. Under the terms of the Stock Incentive Plan, stock awards may be made in the form of incentive stock
options, non-qualified stock options or restricted stock. The Company accounts for stock-based compensation in accordance
with SFAS 123R, “Share-Based Payment”. In accordance with SFAS 123R, the Company records compensation expense
based on the fair value of the stock award on the grant date using the straight-line attribution method.

Employee Stock Ownership Plan

The Company recognizes compensation expense related to its employee stock ownership plan (“ESOP”) equal to the
product of the number of shares earned, or committed to be released, during the period, and the average price of the
Company’s commeon stock during the period. The estimated fair value of unearned ESOP shares is calculated based on the
average price of the Company’s common stock for the period. For purposes of calculating earnings per share, the Company
includes the weighted average of ESOP shares committed to be released for the period.

Concentrations of Credit Risk

Financial instruments, which potentially expose the Company to concentrations of credit risk, consist primarily of cash
and cash equivalents, investments, premiums réceivable, and amounts recoverable from reinsurers.

Comprehensive Income (Loss)

Comprehensive income (loss) includes all changes in shareholders® equity during the reporting period, net of tax. The
components of accumulated other comprehensive income, net of tax, as of December 31, 2007 and 2006 were as follows (in
thousands):

2007 2006
Unrealized holding gains oninvestments . ............. ... .ccoiieaian.. $4475 $3,749
Unrecognized benefit plans assets .. ..........ciiiiriirinneiinnenen.. 817 650
Tax el et ..o e e (1,747) (1,539)
B0 1| L. $3245 %2860
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Cash Flow Information

Purchases and sales or maturities of short-term investments are recorded net for purposes of the consolidated statements
of cash flows and are included with fixed income securities.

Recent Accounting Pronouncements
SFAS 157

In September 2006, the FASB issued SFAS 157, “Fair Value Measurements”. SFAS 157 clarifies the definition of fair
value for purposes of financial reporting, specifies the methods to be used to measure fair value, and requires expanded
disclosures related to fair value and financial instruments measured at fair value. SFAS 157 is effective for financial
statements issued for fiscal years beginning after November 15, 2007. Early application is encouraged, provided an entity has
not yet issued financial statements for the fiscal year, including interim financial statements. Management is currently
evaluating the impact of SFAS 157 on its current fair value disclosures. The Company expects that the adoption of SFAS 157
will not have a material effect on its consolidated financial condition or results of operations.

SFAS 159

In February 2007, the FASB issued Statement No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities,” {(“*SFAS No. 159™) which permits all entities the option to elect, at specified election dates, to measure eligible
financial instruments at fair value. An entity must report unrealized gains and losses on items for which the fair value option
has been elected in earnings at each subsequent reporting date, and recognize upfront costs and fees related to those items in
earnings as incurred and not deferred. SFAS No. 159 applies to fiscal years beginning after November 15, 2007, with carly
adoption permitted for an entity that has also elected to apply the provisions of SFAS No. 157. An entity is prehibited from
retrospectively applying SFAS No. 159, unless it chooses early adoption. SFAS No. 159 also applies to eligible items
existing as of November 15, 2007 (or early adoption date). The Company is currently in the process of evaluating the impact
of SFAS No. 159; however it does not currently anticipate electing the fair value option for any of its eligible financial
instruments.

SFAS 14IR

In December 2007, the FASB issued Statement No. 141R, “Business Combinations” (*SFAS No. 141R™), which revises
the accounting for business combination transactions previously accounted for under SFAS No. 141, “Business
Combinations™ (“*SFAS No. 1417), and broadens the scope of transactions which should be accounted for under this standard.
SFAS No. 141R retains the fundamental requirements of SFAS No. 141 in that the acquisition method of accounting is still
used, and an acquirer must be identified in all business combinations. SFAS No. 141R applies prospectively to business
combinations which the acquisition date is on or after the beginning of the first annual reporting period beginning on or after
December 13, 2008. An entity is prohibited from applying SFAS No. 141R prior to that date. The Company is currently in
the process of evaluating the impact of SFAS No. 141R.

SFAS 160

In December 2007, the FASB issued Statement No. 160, “Noncontrolling Interests in Consolidated Financial
Statements.—an amendment of ARB No. 51" (“SFAS No. 160”), which establishes accounting and reporting standards for
the non-controlling interests in a subsidiary and for the deconsolidation of a subsidiary. SFAS No. 160 requires that the
ownership interests and the net income of the non-controlling interest be equally identified from that of the parent on the face
of the financial statements. SFAS No. 160 also provides consistent accounting principles for changes in a parent controlling
ownership interest in a subsidiary, and that any retained non-controlling financial interests in a deconsolidated subsidiary be
measured initially at fair value. SFAS No. 160 applies to fiscal years beginning on or after December 15, 2008, and is applied
prospectively, except for presentation and disclosure requirements, which are applied retrospectively for all pertods
presented, The Company is currently in the process of evaluating the impact of SFAS No. 160,

3. Business Acquisitions and Sales
Acquisition of EHC

On June 16, 2006, the Company acquired a!l of the outstanding common stock of EHC for a purchase price of $78,929,
which consisted of the Company issuing 3,876,048 shares of its $10.00 common stock and paying cash of $40,175 to EHC’s
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shareholders. The excess of the purchase price over the net fair value of the assets and liabilities acquired was $14,337,
consisting of identifiable intangible assets of $9,197 and goodwill of $5,140. Direct expenses incurred in connection with the
acquisition of EMC were $636. In connection with the acquisition of EHC, the purchase price was allocated to the estimated
fair values of the acquired assets and liabilities as follows (in thousands):

(Unaudited)
June 16,
2006
ASSETS
Investments and CASh . .. ...ttt e e $162,251
Accrued investment income . ........... ... ... .... RPN e 1,405
Premiums receivable ........ ... 28,391
Reinsurance recoverable on paid and unpaid losses and loss adjustment €Xpenses .. ....................v.s 7.253
Deferred INCOME LaXES, IOt .. ..ot e e e 2,317
Deferred acquisition COSIS . ... .. it e e —
Prepaid TeinSUrance .. ... ... i e e e e e —
L1 1T o 13T A 4,879
TOtAl A8SELS . . .. ottt i ettt e e e $206.496
LIABILITIES
Reserves for unpaid losses and loss adjustment expenses .. ... i $ 81,346
Unearned Premillim IeSEIVES . . ..ttt ittt et e e e et e e e et e ettt ee e e 30,004
Accounts payable and accrued EXPeNSeS .. .. ... .. .t e e e 12,017
Dividends payable ... ... e e e 4,585
Shareholder dividend payable ... ... ... . . e 3,522
Loans payable . ... ... e e 1,750
Junior subordinated debentures . ... ... ... L. _ 8,044
Total abilities . . . ... e e e e e $141,268
Estimated fair value of net assets acquired ... .........ovuuuiu ittt e $ 65,228
Purchase price for EHC . .. ... ... i 3 78929
Direct aCqUISIHON EXPEISES . . . ottt e ettt e ettt e et e e e e e e e e e 636
Adjusted purchase price for EHC . ..o ... e 79,565
Estimated fair value of netassets acquired . ... ... ... 65,228
Excess of adjusted purchase price over the net fair value of assets and liabilities acquired ................... 3 14,337

In connection with the acquisition of EHC, the assets and liabilities acquired by EIHI were adjusted to fair value. The
increase {decrease) to EHC’s assets and liabilities were as follows (in thousands);

Reserves forunpaid losses and LAE .. ... .. . i $ 2432
Unearned premiUm IESEIVES . . o . vttt st et et e e e i et et et e e, (12,921)
Deferred acquisition COSIS . ., . ... it i i i e e 6,834
OHNET . . o (888)
Total .. e e $ 4,543)

During 2007, the Company increased the goodwill related to the acquisition of EHC from $5,140 to $7,992, as a result
of recognizing a deferred tax liability against the imangible assets acquired.

Sale of IBSi Interest

On October 31, 2005, ELH entered into a Membership Purchase Agreement (the “Agreement”) for the sale of its interest
in IBSi, LLC (“IBS¢), a general agent, for cash of $300. As a result of the sale, the Company recognized a net gain totaling
$210, which was included in net realized investment gains on the 2005 consolidated statement of operations and
comprehensive loss. Under the terms of the Agreement, the Company is prohibited from marketing its group benefits
insurance products through IBS{’s top twenty producers through December 31, 2008, without the prior approval of IBSi.
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4. Non-Cash Investing and Financing Activities

For the years ended December 31, 2007 and 2006, the Company contributed $1.100 and $550 to the ESOP, which the
ESOP used to make principal and interest payments to the Company related to the outstanding loan balance. The Company’s
contributions and the related principal and interest payments are considered non-cash transactions for purposes of the
consolidated statements of cash flows.

For the year ended December 31, 2006, the net proceeds received as a result of the Company’s stock offering of 69,622
is reflected net of the proceeds from the shares purchased by the ESOP of $7,500 in the statement of cash flows for year
ended December 31, 2006.

5. Intangible Assets

The acquisition of EHC resulted in the identification of certain intangible assets. The allocation of the purchase price in
excess of the fair value of the Company’s net assets acquired to intangible assets totaled $9,197. As of December 31, 2007
and 2006, intangible assets consisted of the following (in thousands):

December 31, 2007 December 31, 2006

Gross  Accumulated Gross  Accumulated

Intangible Assets with Finite Life Balance Amortization Balance Amortization
Agency relationships (15 year amortization period) .. ............ ... ... 51,750 $ 447 $1,750  § 165
Renewal rights (15 year amortization period} ...............ovvaau 6,397 2,378 6,397 922

38,147 $2,825 58,147 $1.087

Intangible Assets with Indefinite Life

State INsSUrance liCenSes .. .. vt it i e e e e 1,050 — 1,050 —
Total intangible assets .. ... . i e $9,197 $2.825 $9.197 $1,087

Amortization expense totaled $1,738 and $1,087 for the year ended December 31, 2007 and 2006, respectively. The
estimated aggregated amortization expense for each of the next five years is as follows (in thousands}:

2008 L e $1,312

2000 . et e e e 993

2000 e e e e e 753

L0 3 O 572

200 i e e e 436

17| $4.066
6. Earnings Per Share

Basic earnings per share are computed by dividing net income for the years ended December 31, 2007 and 2006 by the
weighted average number of shares outstanding for the respective period. Diluted earnings per share are computed by
dividing net income for the years ended December 31, 2007 and 2006 by the weighted average number of shares outstanding
for the period, including dilutive potential common shares outstanding for the period. Dilutive potential common shares
outstanding include 306,099 stock warrants for the years ended December 31, 2007 and 2006 and restricted stock awards of
33,881 and O for the years ended December 31, 2007 and 2006, respectively. For the year ended December 31, 2007, stock
options and restricted stock awards totaling 843,058 were excluded from the Company’s earnings per share calculation
because to include them would have been anti-dilutive. There were no stock options or restricted stock outstanding as of
December 31, 2006. Consolidated net income, basic shares outstanding, diluted shares outstanding, basic earnings per share
and diluted earnings per share for the years ended December 31, 2007 and 2006 were as follows (in thousands, except share
and per share data):

Years Ended December 31,

2007 2006
Consolidated NELINCOMIE . . . .. ittt ittt e e e e b 18,683 § 7,142
Basic shares outstanding .. ...ttt 10,264,369 10,623,182
Diluted shares outstanding . ......... ... i 10,604,349 10,929,281
Basicearnings pershare .. ... ... . . 3 1.82 & 0.67
Diluted earnings pershare ...... ... ... it $ 1.76 % 0.65




7. Share Repurchase

On February 15, 2007, the Company's Board of Directors authorized the repurchase of up to 5 percent, or 567,552
shares, of the Company’s issued and outstanding shares of common stock. On August 2, 2007, the Company’s Board of
Directors authorized the repurchase of additional shares of the Company’s outstanding common stock up to an aggregate of
1,046,500 shares, which represents the total number of shares of common stock for which awards may be granted under the
Company’s Stock Incentive Plan. On September 27, 2007, the Company’s Board of Directors increased the share repurchase
authorization to 2,046,500 shares. The share repurchases will be held as treasury stock and are available for issuance in
connection with the Company’s Stock Incentive Plan. As of December 31, 2007, the Company repurchased 1,016,865 shares
at a cost of $15,589, representing a weighted average cost of $15.33 per share. The Company repurchased an additional
701,400 shares at a cost of $11,550 through March 12, 2008.

8. Stock-Based Compensation

Awards under the Stock Incentive Plan may be made in the form of incentive stock options, nonqualified stock options,
restricted stock or any combination to employees and non-employee directors. The Stock Incentive Plan limits the number of
shares that may be awarded as restricted stock to 299,000, and the number of shares for which incentive stock eptions may be
granted to 500,000. The total number of shares initially authorized in the Stock Incentive Plan was 1,046,500 shares, with an
annual increase equal to 19 of the shares outstanding at the end of each year. The Stock Incentive Plan provides that stock
options and restricted stock awards may include vesting restrictions and performance criteria at the discretion of the
Compensation Committee of the Board of Directors. The term of options may not exceed ten years for incentive stock
options, and ten years and one month for nonqualified stock options, and the option price may not be less than fair market
value on the date of grant. During 2007, grants of 355,672 non-qualified stock options, 278,516 incentive stock options and
246,675 restricted stock awards were made to employees and non-employee directors. A total of 3,924 stock options were
forfeited during the year ended December 31, 2007. The stock options and restricted stock awards vest over a five year
period and are not subject to performance criteria. No stock options have vested as of December 31, 2007 and, accordingly,
no stock options granted under the Stock Incentive Plan have been exercised.

Total stock-based compensation expense recognized in the consolidated statement of operations and comprehensive
income for the year ended December 31, 2007 is shown in the following table (in thousands):

2007
Stock compensation expense related to:
SEOCK OPHOTIS & oo ottt ettt e e et e e e e $ 547
Restricted StoCK . .. .. .. e e e 708
Total related tax benefit . ... ... . i 356
Total unrecognized cOmMpPeNSation EXPENSE . . ..o uv vt v it ie i i ia e ea e $5,095

As of December 31, 2007, 1otal unrecognized stock compensation expense related to non-vested stock options and
restricted stock totaled $2,263 and $2,832, respectively, which is expected to be recognized over a weighted average period
of approximately 48.0 months. As of December 31, 2007, all stock options and restricted stock are unvested.

The fair values of stock options granted during the year ended December 31, 2007 were determined on the dates of grant
using a lattice-based binomial option valuation model with the following assumptions:

2007
Expected terms (YEaIS) .. ..ottt i e e e 9.76
Expected stock price volatility . ......... ... i 35.00%
Risk-free iNMerest FAte . .. ... ... ..ttt ittt i e e 4.52%
Expected dividend yield . ... ... ... .. . e e 3.00%
Weighted average fair value peroption ........ ... .. ... .. $ 5.06

The expected life shown above was imputed based upon the combination of vesting provisions and the termination,
retirement and early exercise assumptions input to the binomial option valuation model. As trading in the Company's stock
began in June 2006, the expected stock price volatility reflects a weighting of the average historical volatility over a 10-year
period for 17 comparable companies and the average 6-month implied volatility for those comparable companies with listed
options. A yield curve of risk free interest rates was developed for each valuation date based on quoted prices of US Treasury
STRIPs,
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The assumptions used to calculate the fair value of future options granted are evaluated and revised, as necessary, to
reflect market conditions and the Company’s historical experience and future expectations. The calculated fair value is
recognized as compensation expense in the Company’s consolidated statements of operations and comprehensive income
over the requisite service period of the entire award. Compensation expense is recognized only for those options expected to
vest, with forfeitures estimated at the date of grant and evaluated and adjusted periodically to reflect the Company’s
historical experience and future expectations. Any change in the forfeiture assumption is accounted for as a change in
estimate, with the cumulative effect of the change on periods previously reported being reflected in the financial statements
of the period in which the change is made.

The following table summarizes stock option activity for the year ended December 31, 2007:

Weighted  Weighted
Average Average Aggregate
Shares Exercise  Remaining Intrinsic
Subjectto  Price per Contractual  Value (in
Options Share Life (years) thousands)

Outstanding as of January 1,2007 ....... . ... .. . .. i, —_ — — —

L 1T T« 634,188 $14.37
Forfeited . ... .. . i e et (3,924) 14.35
Exercised ... ... — —_
Cancelled . ..o e e e e — —
Qutstanding as of December 31,2007 .. ... ... .. ... ... ... i 630,264 $14.37 9.05 $1,336

Exercisable as of December 31, 2007 .. .. ..o i e — — — —

The aggregate intrinsic value in the table above is before applicable income taxes, and is based on the Company’s
closing stock price of $16.49 on December 31, 2007.

As of December 31, 2007, there were 275,370 shares of common stock available for issuance of future share-based
awards. The following table presents additional information regarding options outstanding as of December 31, 2007:

Weighted  Weighted

Average Average

Remaining  Exercise

Number Contractual Price per
Qutstanding  Life (years) Share

Range of Exercise Prices

3 7 5 T TP 608,840 9.01 $14.35
) 1 20 O 3,924 9.02 $14.50
Y I 58 7,500 9.47 $14.836
0 I 0.4 5,000 9.63 $15.22
) 1 3 5,000 9.67 $15.47
Quistanding as of December 31,2007 .. ... ... ... ... ... ... ... e 630,264 9.05 $14.37

The following table summarizes restricted stock activity for the year ended December 31, 2007:

Weighted

Average
Remaining
Number Contractual
of Shares Life (years)

Outstanding as of January 1, 2007 ... .. . i e —
Granted .. e e e e e e e 246,675

S =1 (=1 U —

Exercised . ............... S T —_

Cancelled .............. e e e -
Qutstanding as of December 31, 2007 e e e 246,675 9.01

Exercisable as of December 31, 2007 .. .. o it — —
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9. Statutory Financial Information

The Company’s domestic insurance subsidiaries, Eastern Alliance, Allied Eastern and ELLH, prepare statutory-basis
financial statements in accordance with accounting practices prescribed or permitted by the Insurance Department of the
Commonwealth of Pennsylvania (the “Insurance Department”). The Insurance Department requires that insurance companies
domiciled in the Commonwealth prepare their statutory-basis financial statements in accordance with the National
Association of Insurance Commissioners’ (“NAIC™) Accounting Practices and Procedures manual, subject to any deviations
prescribed or permitted by the Commonwealth’s insurance commissioner (“SAP").

Permitted statutory accounting practices encompass all accounting practices that are not prescribed; such practices differ
from state o state, may differ from company to company within a state, and may change in the future. The reserves for
unpaid losses and loss adjustment expenses of Eastern Alliance and Allied Eastern are discounted on both a tabular and
non-tabular basis. The discounting of workers’ compensation indemnity reserves on a tabular basis is a prescribed practice by
the NAIC. The discounting of other workers’ compensation reserves on a non-tabular basis is a permitted practice by the
Insurance Department. The non-tabular discounting of other workers’ compensation reserves increased Eastern Alliance’s
and Allied Eastern’s statutory surplus by $1,346 and $198, respectively, as of December 31, 2007 and by $1,239 and $180,
respectively, as of December 31, 2006. The non-tabular discounting of other workers” compensation reserves increased
{decreased) Eastern Alliance’s statutory net income by $107, $176, and $(32) and increased (decreased} Allied Eastern’s
statutory net income by $18, $34, and ${1 1) for the years ended December 31, 2007, 2006, and 2005, respectively. ELH did
not have any permitted practices for the years ended December 31, 2007, 2006, or 2005.

The principal differences between GAAP and SAP relate to the carrying value of fixed income secunities, deferred
acquisition costs, deferred income taxes, dividends payable, benefit plan liabilities, the non-admissibility of certain assets for
SAP purposes, and the reporting of reserves for unpaid losses and loss adjustment expenses and the related reinsurance
recoverables on a gross versus net basis.

Financial Information

The statutory surplus and statutory net income (loss) of Eastern Alliance, Allied Easiern, and ELH as of December 31,
2007 and 2006 and for the years ended December 31, 2007, 2006, and 2005 was as follows (in thousands):

Statutory Surplus Net Income (Loss) for the

as of December 31, Year Ended December 31,

2007 2006 2007 2006 2005
Eastern Alliance . .. ... ... ... . $49,749 348,358 $14,792 $9,798 $11,249
Allied Bastern .. ... .. ... e $ 9454 $ 7460 $ 2,036 $1,336 $ 1,730
Eastern Advantage .. .. ... ..ottt $8400 $§ — $ — $ — § —
BLH e $60,679 $60,244 $ 4,581 $2955 $(9,500)

The statutory net loss of ELH for the year ended December 31, 2005 included the recognition of a realized loss on the
sale of IBS/, totaling $10,335. Under SAP, the equity in income or loss of affiliates is recorded directly to statutory surplus as
an unrealized gain or loss. As a result of the sale of IBS{, the cumulative unrealized loss was reclassified to a realized loss.
There was no impact to statutory surplus as a result of this transaction.

Risk-Based Capital

Risk-based capital is designed to measure the acceptable amount of capital an insurer should have based on the inherent
risks of the insurer’s business. Insurers failing to meet adequate capital levels may be subject to insurance department
scrutiny and ultimately rehabilitation or liquidation. Based on established standards, Eastern Alliance, Allted Eastern, and
ELH maintained statutory-basis surplus in excess of minimum prescribed risk-based capital requirements as of December 31,
2007.

Dividend Restrictions

The ability of Eastern Alliance, Allied Eastern and ELH to pay dividends to EIHI is limited by the laws and regulations
of Pennsylvania. The maximum annual dividends that EFHI's insurance subsidiaries may pay without the prior approval from
the Insurance Department is limited to the greater of 10% of statutory surplus or 100% of statutory net income for the most
recently filed annual statement. For the three years subsequent to June 16, 2006, the effective date of the common stock
offering, conversion of ELH, and acquisition of EHC, Eastern Alliance, Allied Eastern and ELH are prohibited from
declaring or paying any dividends or other forms of distribution without the prior approval of the Pennsylvania Insurance
Commissioner.
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10. Investments

The following tables provide the amortized cost and estimated fair value of the Company’s fixed income and equity

securities as of December 31, 2007 and 2006 (in thousands):

Cost or Gross Gross

. Amortized Unrealized Unrealized Estimated

ZL.O_Z ) Cost Gains Losses Fair Value
U.S. Treasuries and government agencies .. ..............c............ $ 20658 $ 910 $ (M $ 21561
States, municipalities, and political subdivisions . . ......... e 51,884 1,128 — 53,012
Corporate SeCUrities .. ... ... .. . ... e 59,478 1,060 (150) 60,388
Mortgage-backed securities .. ..... ... .. ... ... . 22,134 748 (2) 22,880
Other structured securities . ........ ..o oie ittt e 47,885 433 (374) 47,944
Total fixed income SECUTILES ... .. ... i iiii e, 202,039 4,279 (533) 205,785
Eguity SECUTIHIES . . . . et e e 19,578 1,257 (294) 20,541
Total fixed income and equity securities ......................... 8221,617  $5,536 5(827)  $226,326

Cost or Gross Gross

’ Amortized Unrealized Unrealized Estimated

% . : Cost Gains Losses Fair Value
U.S. Treasuries and government agencies ... .............. e $ 18434 § 522 543 § 18913
Foreign governments ........ ... .. ..o it e 500 — 4 496
States, municipalities, and political subdivisions . ... .. .. [ 33,751 705 (10) 34,446
Corporate SECULILIBS . ... .. .ttt i e 79,644 1,459 (252) 80,851
Mortgage-backed securities . ...... ... .. i e 24921 549 — 25,470
Other structured SECUNILIES . . .. ... ..ttt e e as 43,976 357 (65) 44,268
Total fixed InCOmMe SECUTILIES . . ... i i i e 201,226 3,592 (374) 204,444
Equity securities .. .. ... i e 17,027 1,293 (101) 18,219
Total fixed income and equity securities ......................... $218,253  $4.885 $(475)  $222.663

Certain insurance departments in the states in which the Company is licensed to do business require a deposit to protect
the Company’s policyholders should the Company become insolvent. In order to satisfy these requirements, the Company
had fixed income securities with an estimated fair value of $5,869 and $5,462 on deposit with various insurance departments

as of December 31, 2007 and 2006, respectively.

The amortized cost and estimated fair value of fixed income securities and convertible bonds as of December 31, 2007,
by contractual maturity, are shown below (in thousands). Expected maturities could differ from contractual maturities
because borrowers may have the right to call or prepay obligations, with or without call or prepayment penalties.

Lessthan one year . ......... ittt
Onethrough five years .. ... .. s
Fivethroughten years ........ .. i i
Greater than &N YEaTS . .. . ..ottt et et et
Mortgage-backed securities ... ... ... .. it
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Amortized Estimated
Cost Fair Value
$ 17649 $ 17.684
60,394 61,581
28,082 29,276
35,496 37.212
74,650 75,510
$216,271 $221,263




The gross unrealized losses and estimated fair value of fixed income and equity securities, excluding those securities in
the segregated portfolio cell reinsurance segment, classified as available-for-sale by category and length of time an individual
security has been in a continuous unrealized position as of December 31, 2007 and 2006 are as follows (in thousands):

2007

U.S. Treasuries and government agencies ............
Corporate Securities ..............ovivuneninnan.
Mortgage-backed securities . ... ... ... .. ... ... ...
Other structured securities . ..........oovviiins,

Total fixed income securities ..................
Equity securities ... ....... .. ... . L i,

Total fixed income and equity securities .........

2006

U.S. Treasuries and government agencies ............
Foreign governments . ............ ... ... ... ., ....
States, municipalities, and political subdivisions .. .. ...
Corporate securities . ..............veiivennn.on..
Other structured securities . .......................

Total fixed income securities ..................
Equity securities .. ...... ... ... .. .. ..

Total fixed income and equity securities .........

Less Than 12 Months 12 Months or More Total
Estimated Gross Estimated Gross Estimated Gross
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
5§ - 5 — $1,045 $§ (T $ 1,045 $ M
4,658 (85) 2,958 @an 7,616 (116)
437 2) — — 437 (2
14,409 (354) 1,758 (20} 16,167 (374}
19,504 (441) 5,761 (58) 25,265 (499)
5,972 (132} — — 5,972 (132)
$25,476 $(573) $5,761 $(58) $31,237 $(631)
Less Than 12 Months 12 Months or More Total
Estimated Gross Estimated Gross Estimated Gross
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
5 — $— $ 1,758 $ 43y § 1,758 W CE)]
_ — 496 (4) 496 )
3,355 o — — 3,355 (10)
269 22 8,177 (230) 8,446 (252)
6,223 (14) 2,900 (51) 9,123 (65)
9,847 (46) 13,331 (328) 23,178 374)
2,509 (101) — — 2,509 (101)
$12,356 $(147)  $13,331 $(328) $25.687 $(475)

As of December 31, 2007, the Company held 49 fixed income securities with gross unrealized losses totaling $499.
Management has evaluated the unrealized losses related to those fixed income securities and determined that they are
primarily due to a fluctuation in interest rates and not attributable to credit risk factors. For investments in fixed income
securities, losses in the estimated fair values are viewed as temporary if the security can be held to maturity and it is
reasonable to assume that the issuer will be able to service the debt, both as to principal and interest. Management believes
that the current carrying value of these investments will be realized and that the Company has the ability and intent to hold

them until that time.

As of December 31, 2007, the Company held 3 equity securities with gross unrealized losses totaling $132. All of the
equity securities have been in an unrealized loss position for less than twelve months and management has determined, based
on an evaluation of these securities, that the decline in value is temporary as of December 31, 2007.

Proceeds from the sale of fixed income securities totaled $50,309, $42,443, and $6,166 for the years ended
December 31, 2007, 2006, and 2005, respectively. Proceeds from the sale of equity securities totaled $11,956, $6,855, and $0
for the years ended December 31, 2007, 2006, and 2005, respectively. Proceeds from the sale of other long-term investments
totaled $1,876, $550, and 30 for the years ended December 31, 2007, 2006, and 2005, respectively.
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The gross realized gains and gross realized losses recognized by the Company as a result of the sale of investments were
as follows for the years ended December 31, 2007, 2006, and 2005 (in thousands);

For the year ended December 31, 2007, the change in the estimated fair vatue of convertible bonds included in net
realized investment gains in the consolidated statement of operations and comprehensive income totaled $(457). For the
years ended December 31, 2006 and 2005, the change in the estimated fair value of equity call options included in net
realized investment gains in the consolidated statements of operations and comprehensive income (loss) totaled $837 and
$(367), respectively.

During 2005, the Company recorded a realized loss totaling $104 related to the impairment of a fixed income security.
There were no impairments of fixed income securities recorded during 2007 or 2006.

Fixed Other
Income Equity lnvested
_2902 Securities Securities Assets Total
Grossrealized gains .......... .. 0ot $2.,284 $1.116 $344 $3,744
Grossrealized losses . . ......... .. it (136) (263) — (399)
Netrealized gains . ........cooiernii i, $2.148 $ 853 $344  $3,345
Fixed Other
Income Equity Invested
2006 Securities Securities Assets Total
Grossrealized 2ains . ... ... i $ 655 $1,272 $ 81 $2,008
Grossrealized 1o8ses . . . ... oo i e (65) (23) — (88)
Netrealized gains ........... ..ot iiiiiiii i, $ 590 $1,249 $81  $1920
Fixed ’ Other
Income Equity Invested
% Securities Securities Assets Total
Grossrealized gains ...........o.iiiieiiiii $ 754 $ — $— $ 754
Grossrealized [0SSES . ..o oo (48) — — (48)
Netrealizedgains ................ccviiiiiiiann . .n $ 706 $ — $— $ 706
|

The change in the Company’s net unrealized gains and losses for the years ended December 31, 2007, 2006, and 2005
was as follows (in thousands):

|
Fixed
Income Equity
w Securities Securities Total
Change in unrealized gains and losses, grossof tax ...................... $ 995 $ 56 $ 1,051
Tax effect .. (349 20 (369)
Change in net unrealized gains and losses . ......................... $ 646 $ 36 3 682
Fixed
Income Equity
2006 Securities Securities Total
Change in uarealized gains and losses, grossof tax ...................... $ 1,850 $ 529 $2379
Tax effect ... e (661) (183) (846)
Change in net unrealized gainsandlosses .......................... $1,189 $ 344 $ 1533
Fixed
, Income Equity
| % Securities Securities Total
Change in unrealized gains and losses, grossof tax ...................... $(2,362) $— $(2,362)
Tax eflect ... e e e 803 — 803
Change in net unrealized gainsand losses .. ........................ $(1,559) $— $(1,559)




Net investment income for the years ended December 31, 2007, 2006, and 2005 was as follows (in thousands):

2007 2006 2005
Fixed income and convertible bond securifies .. ........ ... ittt $10,345 $7,192 $3,621
EQUILY SECUTTHIES . oottt i it et e e e e ii e s e i 290 36 —
Cashand cashequivalents . ......... ... i et 2,277 1,865 303
Equity in incomé of limited partnership investments .............. ... ... .. e 759 236 100
16111 T~ o 60 30 6
Gross INVESHMENLINCOIMIE . . .. ..\ ittt ittt e e s it et an e aae e ia s naeaenanen 13,731 9,359 4,030
INVESUMNENT EXPENSES . .\ v v e vt et et e e e e e e e et et it a et s (1,303) (367 (213)
Net inVeStMENt INCOME .« o o oot et e et et et et et e e eae e $12.428 $B8,992 53,815

11. Reserves for Unpaid Losses and LAE

The following table provides a summary of the acliv-ity in the Company’s reserves for unpaid losses and LAE, excluding

term life premium waiver reserves, for the years ended December 31, 2007, 2006, and 2005 (in thousands):

2007 2006 2005
Balance, beginning of period . . . ... ... ..ot $121,396 $ 38,729 $38,559
Reinsurance recoverables onunpaid lossesand LAE .. ... ... ... ... ... ... ..l 24,236 23,911 23415
Net balance, beginning of period ........... .. .. ... . i 97,160 14,818 15,144
Net reserves acquired as a result of EHC acquisition .............. ... .. ... .. ..., — 73,554 —
Purchase accounting adjustments on acquisitiondate . ... ........ .. .o, — 2432 —
Incurred related to:
LT (=11 L= 80,946 54,104 26,962
T =T A (6,189) (5,296) (269)
Total incurred before purchase accounting adjustments . .................... 74,7157 48,808 26,693
Purchase accounting adjustments . ....... ...t iiinrrnrn i (848) (538) —
Total incurred . ... ... e e 73,909 48,270 26,693
Paid related to:
CULTENL YEAT . . . oL ettt et ettt et it e enns 37,019 28,609 22,724
PO Year . . e e 32,230 13,305 4,295
Total paid . ... 69,249 41,914 27,019
Net balance, end of period . . .. .. L. L e e s 101,820 97,160 14,818
Reinsurance recoverables onunpaid lossesand LAE _ . ... ... ... ... o o 23,429 24236 23911
Balance, end of period . .. ... ... $125,249 $121,396 $38,729
Total reserves for unpaid forlossesand LAE ... ... . ... ... ... ool $129,788 $126,467 $44,136
Less: Term life premium walver r€SeIves . ... ..ot i v in i in i ee i 4,481 4,815 5,333
Less: Olher . .o e e e 58 256 74
Balance, end of period . .. ... it e $125249 §$121,396 $38,729
Incurred losses by segment were as follows for the year ended December 31, 2007 (in thousands):
Workers’ Segregated Group
Compensation  Portfolio Cell  Benefits Specialty
Insurance Reinsurance  Insurance Reinsurance
Segment Segment Segment Segment Total
Incurred related to: :
Current year, gross of discount .. ............... ..., $34,962 $14,800 $24536 $ 8,163  $82,461
Current perioddiscount . ........ ... ... ciiin.. 979 (536) —_ — (1,515)
Prior year, grossof discount . ... ... ... .. ... ... (8,398) {3,023) {961) 4,844 (7,538)
Accretion of prior period discount . ... ... ... ...... 787 562 — — 1,349
Total incurred before purchase accounting
adjustments ............ i 26,372 11,803 23,575 13,007 74,757
Purchase accounting adjustments .. ................. (758) (132) — 42 (848)
Totalincurred .......... ... it $25,614 $11,671  $23,575 313,049 $73,909




Workers' Compensation Insurance. The Company’s results of operations include a decrease in estimated incurred losses
and LAE on its workers’ compensation line of business primarily related to accident years 2006, 2003, and 2004 of $8,398
for the year ended December 31, 2007. The favorabie development on prior accident years relates primarily to significant
claim settlements during 2007 for amounts at, or less than, previously established case and IBNR reserves,

Segregated Portfoliv Cell Reinsurance. The Company’s results of operations in its segregated portfolio cell reinsurance
segment included a decrease in estimated incurred losses and LAE primarily related to accident years 2006, 2005 and 2004
of $3,023 for the year ended December 31, 2007. The favorable development on prior accident years relates primarily to
significant claim settlements during 2007 for amounts at, or less than, previously established case and IBNR reserves. Any
change in the reserves for unpaid losses and LAE in the segregated portfolio cell reinsurance segment is recorded to the
segregated poitfolic dividend payable/receivable account and would only impact the Company’s net income or shareholders’
equity if the Company was a segregated portfolio cell dividend participant,

Group Benefits Insurance. The Company’s results of operations for the year ended December 31, 2007 include
favorable development on prior year reserves of $961 in the group benefits insurance segment. The favorable development
reflects better claim experience than anticipated in the dental, short-term disability and term life lines at the time the liability
was established and the termination of prior year long-term disability claims as a result of claimants returning to work,
claimant death, or the termination of benefits in accordance with policy provisions.

Specialty Reinsurance. The Company’s results of operations included an increase in estimated incurred losses and LAE
on it3 specialty reinsurance line of business related to prior accident years of $4,844 for the year ended December 31, 2007.
The unfavorable prior year development was the result of changes in estimates as losses emerged at a higher rate than had
been originally anticipated when the reserves were estimated with respect to accident years 20086, 2005, 2004, and 2003. The
evaluation of the reserve or unpaid losses and LAE related to the specialty reinsurance segment requires that loss
development be estimated over an extended period of time. Because the primary insurer under these programs changed in
1999, historical loss data is insufficiently developed. Therefore, reliance has been placed on industry loss development
patierns, adjusted based on the Company’s judgment, to reflect considerations particular to the exposure. The reliance on
external benchmarks, while necessary, creates an additional element of uncertainty.

12. Reinsurance

The Company purchases reinsurance to manage its loss exposure. Although reinsurance agreements contractually
obligate the Company’s reinsurers to reimburse the Company for the agreed upon portion of its gross paid tosses, they do not
discharge the primary liability of the Company.

The following table provides a summary of the Company’s premiums on a direct, assumed, ceded, and net basis for the
years ended December 31, 2007, 2006, and 2005 (in thousands):

2007 2006 2005

Written Earned Written Earned Written Earned
Direct premiums . ... ...uuu et $104.263 $102260 $ 75,011 $67.446 $40,994 $40,996

Assumed premiums .. ... .. e 43,183 42,890 17,836 23,250 — —
Cededpremiums . ... ... . . . ...t (13,055) (13,153) (i6,242) (6,701) (2,294) (2,294)
 Net premiums before purchase accounting ......... 134,391 131,997 76,605 83,995 38,700 38,702

Purchase accounting adjustment ..................... (2,502) (2,502) (9,076) (9.076) — —
Netpremiums ..................... ... .... $131,889 $129,495 § 67,529 374919 $38,700 $38,702

The following table provides a summary of the Company’s losses and loss adjustment expenses incurred on a direct,
assumed, ceded and net basis for the years ended December 31, 2007, 2006, and 2005 (in thousands):

2007 2006 2005
Direct losses and LAE INCUITE . . . ... o ottt e et e e e e $52,023 $33,510 $28,875
Assumed losses and LAE InCumed . .. ... .ttt et e et e e e 25,791 12,926 —
Ceded losses and LAE incurred . ... ... . . (3,378) 2,015 (1,785)
Net losses and LAE incurred before purchase accounting .. ....................... 74436 48451 27,090
Purchase accounting adjustment . ... ... ... ... .. . e (848) (538) —
Netlosses and LAE .. ... ... it e e e e $73.588 $47913 $27.090




As a result of A.M. Best upgrading ELH’s financial strength rating from “B++” (Very Good) to *“A-" (Excellent) in June
2007, the Company terminated its coinsurance agreement with London Life Reinsurance Company (LLRC) and the related
stop loss reinsurance agreement with London Life International Reinsurance Corporation effective June 30, 2007. The
termination of these agreements had no effect on the consolidated financial statements.

ELH entered into a coinsurance agreement in 1999, under which it ceded an existing block of outstanding claims related
to a program that provided long-term disability coverage to certain professional associations. The Company recorded a
reinsurance recoverable totaling $10,163 and $11,549 as of December 31, 2007 and 2006, related to this block of ceded
claims.

13. Income Taxes

The components of the income tax provision for the years ended December 31, 2007, 2006, and 2005 are as follows (in
thousands):

2007 2006 2005
CUITENL [AX EXPETISE . o o v o e ee e et e et e ettt e e s s e e e s s e oottt e nan s ans $9458 $ 5,185 3341
Deferred tAX €XPENSE . . . ..\ttt ettt e {1,066) 849 344
Encome tax expense before purchase accounting . ... ...l i i i $8,392 $6,034 3685
Purchase accounting adjustment ... ... ... .. ..t i i e e (730 (1,092) —
INCOME LAX EXPEMSE . . o o oo e vttt te e e e e e e e ettt e e e e e $7,662 $4942 $685-

In addition to the income tax provision, the net deferred tax asset {decreased) increased by $(696), $132, and $803 in
2007, 2006, and 2005, respectively, as a result of changes in the unrealized gains and losses on the Company’s fixed income
and equity securities. The net deferred tax asset was also decreased by $58 and $228 in 2007 and 2006, respectively, related
to unrecognized benefit plan gains. The tax effect of these items is recorded directly to accumulated other comprehensive
income, which is a component of equity.

The provision for income taxes for the years ended December 31, 2007, 2006, and 2005 is as follows (in thousands):

2007 2006 2005

Income tax expense at StatUIOrY TAtE . ... ..ottt t ottt st $3,963 $5719 $616
Prior year tax return adjustment . ... . ... ...t e (384) 208 200
Non-deductible intangible asset amortization ............ o i it 608 381 —
Non-deductible transaction XPENSES . .. .ottt ettt it it st — 109 74
Tax-exXempPt iMEIEST . .. . . v ettt e e e e ie e e e (608) a4y —
Reduction of valuation allowance . . ... ... .t it e e e — — (227)
Release of CONLINZENCY TESEIVE . ...\ttt e e e e (200) (162) —
ESOP cOMPENSAtion EXPEMSE . . . oo vttt ettt et e e e ettt ittt a s 143 53 -
Rehabilitation tax credits . .. v vt ittt e e e e e e (131 — —
8145 P 1 (100) 22
Income tax expense before purchase accounting adjustment .. ............. ... ... ... 8392 6,034 685
Purchase accounting adjustment . ........... . . oot e (7300 (1,092 —
INCOMIE TAX EXPENSE .« . oot e vt ittt e ettt et e ettt e $7662 $4942 5 685
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The components of the net deferred tax asset as of December 31, 2007 and 2006 are as follows (in thousands):

2007 2006
Deferred tax assets:
Reserve diSCOURLING .. ... ... ettt e e et eaareaeanes 2,853 2,367
Unearnedfadvance premiums .. ... .. ... ot i e 2317 2,231
Policyholderdividends ............. ... ... . . e 289 209
Allowance fordoubtful accounts ... ... o o 204 204
Accrued liabilities . ... ... i e 233 402
Subpart Fincome ... ... . . e e 632 —
Stock COmpensation EXPense ... ... ...ttt e e e 475 —_
OHher e e 180 255
Totaldeferredlaxassets...._................................_ ....... 7.183 5,668
Deferred tax liabilities:
Unrealized gain on investments ....... ... ..ttt iinnanaeeninas 1,244 745
Deferred acquisition costs . ... ... i et 1,293 1,099
Depreciation and amortization . ......... it i e e e 156 114
Equity income in limited partnerships ......... ... ... ... ... . .. . o iiiLL. 1,284 1,035
Netbenefit plan asset ... .. ... it i it e 361 98
T .o e e e — 45
Total deferred tax liabilities . ... ... ... et 4,338 3,136
Net deferred tax asset before purchase accounting . ... ... .............. 2,845 2.532
Purchase accounting adjustment .. ... ... . ... . . i (1,616) 164
Netdeferred tax asset .. ... .. .. i i $1,229  $2,696

As of December 31, 2007, the net deferred tax asset has not been reduced by a valuation allowance because
management believes that, while it is not assured, it is more likely than not that the Company will generate sufficient future
taxable income to utilize these net future tax deductions. The amount of the net deferred tax asset considered realizable,
however, could be materially reduced in the near term if estimates of future taxable income in the years in which the
differences are expected Lo reverse are decreased.

The Company adopted FASB Interpretation No. 48, “Accounting for Uncenrtainty in Income Taxes — an interpretation of
FASB Statement No. 109" (“FIN 48”) effective January 1, 2007. The adoption of FIN 48 had no effect on the Company’s
consolidated financial statements. As of December 31, 2007, the Company has no tax positions for which management
believes a provision for uncertainty is necessary. The Company’s federal income tax returns for tax years subsequent to
December 31, 2003 are subject to examination by the Internal Revenue Service.

14. Employee Benefit Plans
ESOP

The Company spensors an ESOP. Eligible employees generally include those employees who have reached the age of
21 and have completed one year of service. All employees that were employed by EHC or ELH on June 16, 2006 were
determined to have met the eligibility requirements on that date. ESOP shares are allocated to participants based on the ratio
of their individual compensation during the plan year to the total compensation of eligible employees during the plan year.

The Company issued 747.500 shares of its common stock to the ESOP on June 16, 2006, and the ESOP signed a
promissory note in the amount of $7.475 for the purchase of the shares, which is due in ten equal installments, with interest
accruing annually at 4%. Shares purchased are held in a suspense account for allocation among participating employees as
the loan is repaid.
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Suspense shares, allocated shares, shares committed to be released, average price per share and stock compensation
expense as of and for the years ended December 31, 2007 and 2006 were as follows (in thousands, except share data).

As of and for the Years
Ended December 31,

2007 2006
Suspense shares ... ... 710,125 747,500
Allocated shares . .. ... .. 37,375 —
Shares committed tobereleased ......... ... ... .. .. il 74,750 37,375
Average price pershare ... ... .. ... e $ 1546 §$ 14.05
Stock COMPENSAION EXPENSE ... vvvvr e et iee e $ L1156 § 525

Suspense shares represent shares held by the ESOP that have not been allocated to participant accounts. Allocated
shares have been earned and allocated to participant accounts, while shares committed to be released have been earned, but
have not yet been allocated to participant accounts.

As of December 31, 2007 and 2006, the estimated fair value of unearned ESOP shares were $10,477 and $10,339,
respectively.

Other Benefit Plans

ELH sponsors a non-contributory defined benefit pension plan (the “pension plan™) covering substantially all of its
employees. On May 17, 2005, ELH’s Board of Directors approved the freezing of the pension plan effective December 31,
2005. ELH also sponsors a defined benefit postretirement plan (the “postretirement plan™), which provides certain health care
and life insurance benefits for retired employees. Current employees of ELH may become eligible for these benefits if they
reach retirement age while working for ELH and meet certain years of service levels prior to January 1, 2015. Life insurance
benefits are set at 100% of an employee’s annual salary at the time of retirement, up to a maximum of $175, and are reduced
to $10 by age 70.

Pension costs are funded to the limits specified by the Employee Retirement Income Security Act of 1974, as amended.
From time to time, the Company may contribute additional amounts to the pension plan as it deems appropriate, subject to
funding limitations. Based on the funded status of the pension plan at December 31, 2007, the Company is not required to
make a contribution in 2008 and does not anticipate making a contribution. The Company does anticipate making a
contribution to the postretirement plan in 2008 totaling approximately $45 to cover the Company’s portion of retirees’
healthcare premiums.

The Company uses a measurement date of December 31 for its plans.
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A reconciliation of changes in the benefit obligation, fair value of plan assets and funded status of the pension plan and
the postretirement plan as of December 31, 2007 and 2006 is as follows (in thousands):

Pension Plan Postretirement Plan

2007 2006 2007 2006
Change in benefit obligation:
Benefit obligation at beginning of year ............ .. ... . i e $9335 $9,502 $324  $469
S OIVICE COSl .+ vttt it e e e e e e — — — —
Interest COSt ... e e et 510 511 16 22
Participant contributions . ... ... e, — —_ 94 63
Actuarial 10ss (BaIN) .. .. .. o e e (576) (156) 34 (78)
Settlement gain . ... ... i —_ — _ -
Benefits paid ...... ... .. . 424y (522) (134 (152)
O T o e e 3,780y — — —
Benefit obligationatendof year ........ ... L 5065 9335 334 324
Change in plan assets:
Fair value of plan assets at beginningof year ................................ 9940 9,561 — —
Actual return on plan @ssets . ... .. it 695 791 —_ -
Employer contributions . ... ... .. it e — 110 40 89
Participant contributions . .......... ... i e —_ — 94 63
Benefits paid . ... ... e 424y (522) (134 (152)
01 1 T (3,780) — —_ —
Fair value of plan assetsatend of year . ... .. ... ... . . . . . ... i, 6,431 9940 -— —
Funded status:
Funded Status . ... ... e (1,366)  (605) 334 324
Unrecognized net actuarial (gain) loss . ... ... . i i e — —— — —_
Unrecognized transition obligation ........ ... .. ... i, —_ — — —
Unrecognized prior SErvice COSL ... oottt ittt e it cee i nees —_ — — —_
(Prepaid) accrued benefit plan (assets) liabilities ............................. $(1,366) § (605) $334  §$324

During 2007, the Company purchased an annuity to satisfy future obligations of the pension plan related to participants
receiving benefits as of December 31, 2007. As a result of this transaction, the benefit obligation and plan assets were
reduced by $3,780, which reflects the cost of the annuity.

As of December 31, 2007 and 2006, the following amounts related 1o the pension plan and postretirement plan have
been included in accumulated other comprehensive income (“AOCI”) (in thousands):

Pension Postretirement
Plan Plan

- 2007 2006 2007 2006
Netactuarial ain . ...... ... e $510 $275 §$302 $364

NEL IFANSILON ASSEY . o o vttt et ettt e e e e e et e ettt 5 12 — —
Total before 1aXes ...t i ittt e iis s s e 515 287 302 364
Tax effect .. e (180) (100) (106 (127
Net amount included in AOCIL ... . ... .. ... . .. . $335 $187 $196 §237

The amounts included in AOCI that are expected to be recognized in 2008 are as follows (in thousands):

Pension Postretirement

Plan Plan

Netactoarial 2aif . ... ..o e $— $ 22
Nl AN S I ON A850, .. o it e ittt et at e ettt it am et e 2 —_
1o < g 2 $ 22




The accumulated benefit obligation of the pension plan at December 31, 2007 and 2006 was $5,065 and $9,335,
respectively. and the accumulated benefit obligation of the postretirement plan was $334 and $324, respectively.

Benefits paid totaled $424, $522, and $561 for the pension plan and $134, $152, and $194 for the postretirement plan
for the years ended December 31, 2007, 2006, and 2005, respectively. The estimated future benefits to be paid over the next
ten years are as follows (in thousands):

Pension Postretirement

Plan Plan

2008 . . e e et 5 56 $ 45
2000 L e e 110 43
2000 L e e e 120 34
7. 0.3 P 130 34
7.4 11 1 220 33
2003-200 7 o e e e e 1,660 119

TOtal .o e e $2,296 $308

The pension plan’s assets were comprised of the following at December 31. 2007 and 2006 (in thousands):

2007 2006
Equity SECUTTHIES . ..ottt it e it it ia e $ 689 34016
Fixed inCOME SECUMItIES . . ..t vttt et e et et e e e et 5,742 5,924
61 AU $6,431 %9940

The primary investment objective of the pension plan is to achieve maximum rates of return commensurate with safety
of principal. The pension plan asset allocation is reviewed annually to determine whether the portfolio mix is within an
acceptable range of the target allocation. Target assel allocations are based on asset and liability studies with the goal to
enhance the expected return of the pension plan portfolio while maintaining acceptable levels of risk. As of December 31,
2007 the target asset allocation for the portfolio is 10% equity securities and 90% fixed income securities.

Historical and future expected returns of muitiple asset classes were analyzed to develop a risk-free real rate of return
and risk premiums for each asset class. The overall rate for each asset class was developed by combining a long-term
inflation component, the risk-free real rate of return, and the associated risk premium. A weighted average rate was
developed based on those overall rates and the target asset allocation of the pension plan,

The assumptions used in the measurement of the Company’s benefit obligation are shown in the following table:

Pension Plan Postretirement Plan

3& w 2007 2006
Weighted average discountrate . ...... ... ... ... il 0.50% 5.60% 6.10% 5.60%
Rate of increase in compensationlevels ... ... ... ... ... .. .. .. ... N/A N/A 350% 3.50%

The following table provides the components of net periodic benefit cost for the pension plan and the postretirement
plan for the years ending December 31, 2007, 2006, and 2005 (in thousands):

Pension Plan Postretirement Plan

2007 2006 2205 2007 2006 2005
SEIVICE COSE o e vttt e e e et e e $— $— %404 S— 53— $ 21
IOtErESl COSt . oottt e e 510 511 592 16 22 162
Expected return On plan asSe1S .. .o v vt e et (656) (631) (596) — —_ —
Recognized net actuarial gain . ........ ... ... i — —_ 23 28 2 71
Amortization of transition assel . .. ... ...t e e 3) 3) 3 — —_— —_
Amortization of prior service cost ... .. ... L. i — — 12 — — —
O T . o e e e (384y — 294 — — (1,465)
Net periodic benefitcost . ...... ... .o $(533) $(123) $726 $(12 $ 1 $(1,211)




During 2007, the Company recognized a settlement gain of $384 related to the purchase of the annuity to satisfy the
future obligations of the pension plan related to participants receiving benefits as of December 31, 2007

The assumptions used in the measurement of the Company's net periodic benefit cost for the pension plan and the
postretirement plan are shown in the following table:

Pension Plan Postretirement Plan
B0 206 05 307 2006 25
Weighted average discountrate . ... ... ... it i 5.60% 5.50% 5.75% 5.60% 5.509% 5.75%
Expected long-term rate of returnon planassets .. ........................... 6.75%6.75%06.50% N/A N/A N/A
Rate of increase in compensation levels . ... ... .. .. . .. ... ..., N/A  N/A  4.50%3.50% 3.50% 4.50%

As of December 31, 2007, the assumed healthcare cost trend rate used in the estimate of the postretirement benefit plan
obligation was 7.00% , with the rate decreasing to 4.00% in 2011 and thereafter. An increase or decrease in the assumed
healthcare cost trend of one percentage point does not have a material impact on the Company’s benefit obligation or net
periodic benefit cost as of December 31, 2007.

The Company also sponsors a defined contribution plan covering eligible employees. The Company’s contributions to
the defined contribution plan for the years ended December 31, 2007, 2006, and 2005 wotaled $195, $1314, and $108,
respectively.

15. Segment Information

The Company’s current operations are organized into the five following business segments.

Workers’ Compensation Insurance

The Company offers workers’ compensation insurance coverage to employers, primarily in Pennsylvania, Maryland and
Delaware. The Company offers a complete line of workers” compensation products, including guaranteed cost and loss
sensitive products.

Segregated Pertfolio Cell Reinsurance

The Company offers alternative market workers’ compensation solutions to individual companies, groups and
associations (referred to as “segregated portfolio cell dividend participants™) through the creation of segregated portfolio
cells. The segregated portfolio cells are segregated pools of assets that function as insurance companies within an insurance
company. The pool of assets and associated liabilities of each segregated portfolio cell are solely for the benefit of the
segregated porifolio cell dividend participants, and the pool of assets of one segregated portfolio cell are statutorily protected
from the creditors of the others. This permits the Company to provide customers with a turn-key alternative markets solution
that includes program design, fronting, claims administration, risk management, segregated portfolio cell rental, investment
and segregated portfolio management services. The segregated portfolio cell structure provides dividend participants the
opportunity to share in both underwriting profit and investment income derived from their respective segregated portfolio
cell’s financial results. The segregated portfolio cell reinsurance segment generated fee revenue to the Company’s workers’
compensation, specialty reinsurance, and corporate/other segments totaling approximately $3,900 and $4,000 for the years
ended December 31, 2007 and 2006, respectively.

Group Benefits Insurance

The Company’s group benefits insurance products include dental, short and long-term disability, and term life
insurance, The group benefits insurance products are marketed to employers, primarily in the Mid-Atlantic, Southeast, and
Midwest regions of the United States. Net premiums earned, by product, for the years ended December 31, 2007, 2006, and
2005 were as follows (in thousands):

2007 2006 2005
Dental . ... $21,819  $i9,482 $23,570
Short-term disability ... ... ... . .. i 6,627 6,459 6,672
Long-term disability ...... ... .. ... . .. . i i 1,691 1,906 2,395
Term life . ... e 5,726 5,604 6,065
Total .o e $35,863  $33,451  $38,702




Specialty Reinsurance

The Company assumes business through its participation in reinsurance treaties with an unaffiliated

insurance company

related to an underground storage tank insurance program, referred to as “EnviroGuard,” and a non-hazardous waste
transportation product, referred to as “EIA liability” (“EIA"). The EnviroGuard program provides coverage to underground
tank owners for third party off-site bodily injury and property damage claims as well as clean-up coverage and first party
on-site claims. The EIA program provides commercial automobile liability coverage for non-hazardous waste haulers. Net
premiums earned, by program and before purchase accounting adjustments, for the years ended December 31, 2007 and 2006

were as follows (in thousands):

2007 2006
EnviroGuard .. ... ot e e e e e e $11,241 %5815
] 3,510 2,320
OHhEr . e e 550 —
'] -1 $15301 $8,135
Corporate/Other

The corporate/other segment includes the holding company and third party administration activities of the Company, as
well as certain eliminations necessary to reconcile the segment information to the consolidated statements of operations and
comprehensive income (loss). The corporate/other segment also includes the Company’s 10% interest in a segregated

portfolio cell with an unaffiliated primary carrier that writes insurance coverage for sprinkler contractors.

The following table represents the segment results for the year ended December 31, 2007 (in thousands):

Workers’ Segregated Group
Compensation  Portfolio Cell Benefits Specialty Corporate/
Insurance Reinsurance Insurance  Reinsurance Other Total
Revenue:
Net premiums earned ................ $ 56,319 £22.861 $ 35863 $14,452 F — $129,495
Net investment income ............... 4,758 1,284 3,238 1,559 1,589 12,428
Net realized investment gains , .. ....... 797 320 1,531 7 233 2,888
Otherrevenue .................c.... — — — 593 90 683
Total revenue .................. 61,874 24,465 40,632 16,611 1,912 145,494
Expenses:
Loss and loss adjustment expenses
incurred . ... ... 25614 11,671 23,253 13,050 —_ 73,588
Acquisition and other underwriting
EXPENSES . ..ttt e 2,495 6,933 5,556 3,932 (1,860) 17,056
Otherexpenses ..................... 8,300 463 5,073 647 7,318 21,801
Amortization of intangibles ........... — — — — 1,738 1,738
Policyholder dividend expense . ........ 543 — — — — 543
Segregated portfolio dividend expense . . . — 5,398 — — {975) 4,423
Total expenses ................. 36,952 24 465 33,882 17,629 6,221 119,149
Income (loss) before income
tAXES ... 24922 — 6,750 (1,018) (4,309) 26,345
Income tax expense (benefit) .............. 7,804 — 1,973 (732) (1,383) 7.662
Netincome (loss) ............... $ 17,118 $ — $ 4777 % (286) $(2,926) 3% 18,683
Totalassets .................... $189,028 $47,118 $107,470  $51,228 $(9,326) $385,518
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The following table represents the segment results for the year ended December 31, 2006 (in thousands):

Revenue;

Net premiums earned ...............
Net investmentincome ..............
Net realized investment gains (losses) . . .
Otherrevenue .....................

Total revenue . ................

Expenses:
Loss and loss adjustment expenses

incurred ........... ... ... ... ...

Acquisition and other underwriting

EXPENSES ...t
Otherexpenses ....................
Amortization of intangibles ..........
Policyholder dividend expense .. ......
Segregated portfolio dividend expense . . .

Total expenses ................

Income (loss) before income

faxes ..., ...,
Income tax expense (benefit) .............

Net income (loss) ..............

Totalassets ...................

Workers’ Segregated Group
Compensation  Portfolio Cell Benefits Specialty Corporate/
Insurance Reinsurance Insurance  Reinsurance Other Total
§ 24,148 $11,806 $ 33,451 $ 5514 § — $ 74919
2,225 588 3,669 1,032 1,478 8,992
586 365 1,972 15 (181) 2,757
—_ — — 177 136 313
26,959 12,759 39,092 6,738 1,433 86,981
15,162 5,892 20,600 6,292 (33) 47913
(40) 2,746 5,072 789 (1,325) 7,242
3,724 106 6,336 411 3,813 14,390
— — — — 1,087 1,087
239 — — — — 239
— 4,015 — — (1,125} 2,890
19,085 12,759 32,008 7.492 2,417 73,761
7,874 — 7,084 (754) (984) 13,220
2,556 — 2,497 (265) 154 4,942
$ 353i8 5 — $ 4587 § (489) $(1,138) $ 8278
$171,662 841,451 $108,650  $44,999 $ 1,444 $368,206

The following table represents the segment results for the year ended December 31, 2005, which reflects the results of

operations of ELH (in thousands):

Revenue:

Netpremiums earned . ............ .. . i

Year Ended December 31, 2005

Net investment iNCOME . . ... . ...ttt et et ranae e,
Net realized investment gains . ... ... .. ... i,
O her FBVENUE ... .. i i e et ettt i

Total TEVENUE . ... e e

Expenses:

Losses and loss adjustment expenses incurred
Acquisition and other underwriting expenses

Other Xpenses . . ... .ottt i e e

Total eXpenses . ... .. i

Income (loss) before income taxes

Income tax expense (benefit) . ...... ... ... i i

Netincome (1085) ..ottt e e e e

Total As8elS . ..

94

Group
Benefits Corporate/
Insurance QOther Total
38,702 — 38,702
3,546 269 3,815
232 213 445
— 1,066 1,066
42.480 1,548 44,028
. 27,132 42) 27,090
s 6,659 (1,207) 5,452
5,740 3934 9,674
39,531 2,685 42216
2,949 (1,137) 1,812
962 27N 685
1,987 (860) 1,127
$111.125 $ 100 $111,225




16. Commitments and Contingencies
Lease Commitments

The Company’s corporate headquarters are located at 25 Race Avenue in Lancaster, Pennsylvania. The Company leases
its home office building under a 15-year, non-cancelable lease through February 2017. The annual base rent is subject to an
annual increase based upon the consumer price index at the end of each preceding calendar year. In addition to the base rent,
the Company is responsible for its proportionate share of expenses related to the building including, but not limited to,
utilities, maintenance, real estate taxes, and insurance. The Company has a 5% interest in the limited partnership that owns
the building. Minimum monthly lease commitments for the remainder of the lease term are as follows (in thousands);

D008 ot e e e e e $ 874
2009 . e e e e e e e 902
D0T0 & et e e e e e 931
2] 03 5 U AU G 962
.03 25 G PP 994
LN B IR T = nr: it~ N OO 5,494

1Y RS U P $10,157

Rent expense totaled $748, $533, and $254 for the years ended December 31, 2007, 2006 and 2005, respectively.

Prior to October 31, 2006, ELH leased its office space under a multi-year sale-leaseback agreement. On March 20,
2006, ELH entered into a Lease Termination Agreement with the landlord to terminate the lease prior to the end of the initial
term of the lease. Under the terms of the Lease Termination Agreement, ELH paid the landlord $394. The impact of the
termination payment on the Company’s results of operations was reduced by the recognition of the remaining deferred gain
related to the sale-leaseback agreement as of October 31, 2006, totaling $191. For the year ended December 31, 2006, the
Company recognized a charge of $203 related to the lease termination, which is included in other expenses in the
consolidated statement of operations and comprehensive income (loss).

17. Junior Subordinated Dehentures

On May 15, 2003, Trust I, a business trust subsidiary formed by Global Alliance, issued $8,000 of fixed/floating rate
trust preferred securities. The securities mature on May 15, 2033, with a provision allowing the Company to call the
securities at par on May 15, 2008. Cash distributions are currently being paid quarterly in arrears at a fixed rate of 7.35%
through May 15, 2008. Subsequent to May 15, 2008 cash distributions will be based on a floating rate equal to the three-
month LIBOR pius 410 basis points. The Company guarantees all obligations of Trust 1 with respect to distributions and
payments of these securities. Proceeds from the sale of these securities by the Trust | were used to acquire $8,000 of fixed/
floating rate junior subordinated deferrable interest rate debentures issued by Global Alliance. These debentures have the
same terms with respect to maturity, payments, and distributions, as the fixed/floating rate trust preferred securities issued by
Trust [.

For the years ended December 31, 2007 and 2006, the Company incurred interest expense of $606 and $324 related to
the junior subordinated debentures.

18. Subsequent Event—Quarterly Dividend

On March 10, 2008, the Company announced its Board of Directors authorized a quarterly cash dividend of $0.07/share
on its issued and outstanding shares of common stock, payable March 28, 2008 to shareholders of record at the close of
business on March 14, 2008.

19. Quarterly Financial Data (Unaudited, in thousands, except per share data)

w March 31 June 30 September 30 December 31
Total REVENUE ... ... .ttt ii i iaiaianns $33,015 $36,234 $38915 $38,103
Income fTom Operations . . .. ......vueeeeeiiaeeronnns $ 5012 % 6519 $ 4,824 $ 9,990
INELTICOME & o v et e et e e ettt ettt e et iaeaans $ 3,151 § 4314 $ 3,561 $ 7,657
Basic earnings pershare . ............ ... i $ 030 §$ 041 $ 035 $ 0.78
Diluted earnings pershare .. ............ ... ...l $ 029 § 040 $ 034 $ 076
2006 March 31 June 30 September 30 December 31
Total ReVenue . ... ... i $10,522  $11,898 $30,542 $34,019
Income from operations . . ... 1,156 1,189 4015 6,860
NELINCOMIE .« oottt ettt ee e e e e e eens 695 752 2,302 4,529
Basic earnings pershare ..., .. o oot N/A  § 003 $ 022 $ 043
Diluted earnings pershare . ... ... oo nn. N/A § 003 $ 021 $ 041




Item 9-—Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None

Item 9A—Controls and Procedures
a) Evaluation of Disclosure Controls and Procedures.

Our disclosure controls and procedures, as that term is defined in Rule 13a-15(e) of the Securities Exchange Act of
1934, as amended (the “Exchange Act”™), are designed with the objective of providing reasonable assurance that
information required to be disclosed in our reports filed or submitted under the Exchange Act, such as this report, is
recorded, processed, summarized and reported within the time periods specified in the rules and forms of the
Securities and Exchange Commission (the “SEC”). In designing and evaluating our disclosure controls and
procedures, our management recognizes that any disclosure controls and procedures, no matter how well designed
and operated, can provide only reasonable, rather than absolute, assurance of achieving the desired control
objectives.

An evaluation was performed by our management, with the participation of our chief executive officer (“CEO™)
and chief financial officer (“CFQO"), of the effectiveness of the design and operation of the our disclosure controls
and procedures as of the end of the period covered by this report. Based on this evaluation, our CEQ and CFO have
concluded that, as of the end of such period, our disclosure controls and procedures are effective to provide
reasonable assurance that information required to be disclosed in the reports that we file or submit under the
Exchange Act is recorded, processed, summarized and reported, within the time periods specified in the SEC’s
rules and forms and made known to our management, including our CEQ and CFO, as appropriate, to allow timely
decisions regarding required disclosures.

b) Changes in Internal Controls.

Not applicable. The Company was not required to report on internal controls over financial reporting prior to
December 31, 2007.

c) Management’s Report on Internal Control Over Financial Reporting.

Our management is responsible for establishing and maintaining adequate internal control over financial reporting,
as such term is defined in Rule 13a-15(f) under the Securities Exchange Act of 1934, Under the supervision and
with the participation of our management, including the principal executive officer and principal financial officer,
we have conducted an evaluation of the effectiveness of our internal control over financial reporting based on the
framework in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission. Based on this evaluation under the framework in Internal Control-Integrated
Framework, we have concluded that the internal control over financial reporting was effective as of December 31,
2007.

Because of its inherent limitations, internal control over the financial reporting may not prevent or detect
misstatements. Projections of any evaluation of effectiveness to future periods are subject to the risk that controls
may become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate. '

d) The Report of Independent Registered Public Accounting Firm on internal control over financial reporting is
included in this Annual Report on Form 10-K immediately before the consolidated financial statements.

Item 9B—QOther Information

None
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PART III
Ttem 10—Directors and Officers of the Registrant

Incorporated by reference from the Company’s 2008 Proxy Statement.

Item 11—Executive Compensation

Incorporated by reference from the Company’s 2008 Proxy Statement.

Item 12—Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

Incorporated by reference from the Company's 2008 Proxy Statement.

Item 13—Certain Relationships and Related Transactions

Incorporated by reference from the Company’s 2008 Proxy Statement.

Item 14—Prinicpal Accountant Fees and Services

Incorporated by reference from the Company’s 2008 Proxy Statement.
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Part IV

Item 15—Exhibits, Financial Statement Schedules

a)

(1) Financial Statements.
The following consolidated financial statements are filed as part of this report in [tem 8:

Consolidated Financial Statements

Consolidated Balance Sheets as of December 31, 2007 and 2006

Consolidated Statements of Operations and Comprehensive Income {Loss) for Years Ended December 31, 2007,
2006 and 2005

Consolidated Statements of Changes in Shareholders’ Equity for Years Ended December 31, 2007, 2006 and 2005

Consolidated Statements of Cash Flows for Years Ended December 31, 2007, 2006 and 2005

Notes to Consolidated Financial Statements

(2) Financial Statement Schedules.
The following financial statement schedules for the years 2007, 2006 and 2005 are submitted herewith:

Schedule [—Summary of Investments

Schedule [I—Condensed Financial Information of Parent Company
Schedule [I[—Supplementary Scheduie Information

Schedule 1V—Reinsurance

Scheduie VI—Supplemental information

The information required by Schedule V—Allowance for Uncollectible Premiums and Other Receivables has been
included within the consolidated financial statements or notes thereto.

(3} Exhibits.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

EASTERN INSURANCE HOLDINGS, INC.

By: fs/  KEVIN M. SHOOK
Kevin M. Shook, Chief Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed by the following
persons in the capacities indicated on the date indicated:

Signature
/s/ BRUCE M. ECKERT Chief Executive Officer March 14, 2008
Bruce M. Eckert {(Principal Executive Officer} and Director
fs/ KEvVIN M. SHOOK Treasurer and Chief Financial Officer March 14, 2008
Kevin M. Shook (Principal Financial and Accounting Officer)
/s/ ROBERT M. MCALAINE Chairman and Director March 14, 2008
Robert M. McAlaine
/s/ LAWRENCE W, BITNER Director March 14, 2008
Lawrence W. Bitner
Is/ PauL R. BURKE Director March 14, 2008
Paul R. Burke
/s RonaLD L. KING Director March 14, 2008
Ronald L. King
Is/  ScotTt C. PENWELL Director March 14, 2008
Scott C. Penwell
/s/  JoHN O. SHIRK Director March 14, 2008
John Q. Shirk
/s/  W.LLoYD SNYDER 1] Director March 14, 2008
W, Lloyd Snyder III
/s!/  RICHARD STEVENS I1I Director March 14, 2008
Richard Stevens 111
/s/ CHARLES H. VETTERLEIN, JR. Director March 14, 2008

Charles H. Vetterlein, Jr.

/s/  JAMES L. ZECH Director March 14, 2008
James L. Zech
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Exhibit
Number

EXHIBIT INDEX

Description

2.1

2.2

3.1

3.2

4.1

10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

Plan of Conversion from Mutual to Stock Organization of Educators Mutual Life Insurance Company adopted
March 17, 2005, as amended June 9, 2005. (Incorporated by reference from Exhibit 2.1 to the Eastern Insurance
Holdings, Inc. Registration Statement No. 333-128913 on Form S-1)

Agreement and Plan of Reorganization dated March 17, 2005, between and among Educators Mutual Life
Insurance Company, Eastern Insurance Holdings, Inc., and Eastern Holding Company, Ltd. (Incorporated by
reference from Exhibit 2.2 to the Eastern Insurance Holdings, Inc. Registration Statement No. 333-131215 on
Form S-4)

Articles of Incorporation of Eastern Insurance Holdings, Inc. {(Incorporated by reference from Exhibit 3.1 to the
Eastern Insurance Holdings, Inc. Registration Statement No. 333-128913 on Form S-1)

Bylaws of Eastern Insurance Holdings, Inc. (Incorporated by reference from Exhibit 3.2 to the Eastern Insurance
Holdings, Inc. Registration Statement No. 333-128913 on Form S-1)

Form of Stock Certificate of Eastern Insurance Holdings, Inc. (Incorporated by reference from Exhibit 4.] to the
Eastern Insurance Holdings, Inc. Registration Statement No. 333-128913 on Form §-1)

Transition Agreement, dated March 4, 2005, between Educators Insurance Company and Alex T. Schneebacher
(Incorporated by reference from Exhibit 10.1 to the Eastern Insurance Holdings, Inc. Registration Statement
No. 333-128213 on Form S-1)

Employee Stock Ownership Plan of Eastern Insurance Holdings, Inc. (Incorporated by reference from Exhibit
10.2 to the Eastern Insurance Holdings, Inc. Registration Statement No. 333-128913 on Form 5-1)

Stock Compensation Plan of Eastern insurance Holdings, Inc. (Incorporated by reference from Exhibit 10.3 to
the Eastern Insurance Holdings, Inc. Registration Statement No. 333-128913 on Form S-1)

Employment Agreement, dated March 17, 2005, between Eastern Holding Company, Ltd. and Bruce M. Eckert
(Incorporated by reference from Exhibit 10.4 to the Eastern Insurance Holdings, Inc. Registration Statement
No. 333-128913 on Form S-1)

Employment Agreement, dated March 17, 2005, between Eastern Holding Company, Ltd. and Michael L.
Boguski (Incorporated by reference from Exhibit 10.5 to the Eastern Insurance Holdings, Inc. Registration
Statement No. 333-128913 on Form S-1)

Employment Agreement, dated March 17, 2005, between Eastern Holding Company, Ltd. and Kevin M. Shook
(Incorporated by reference from Exhibit 10.6 to the Eastern Insurance Holdings, Inc. Registration Statement
No. 333-128913 on Form §-1}

Employment Agreement, dated March |7, 2005, between Eastern Holding Company, Lid, and Robert A. Gilpin
(Incorporated by reference from Exhibit 10.7 to the Eastern Insurance Holdings, Inc. Registration Statement
No. 333-128913 on Form §-1)

Employment Agreement, dated March 17, 2005, between Eastern Holding Company, Ltd. and Suzanne M.
Emmet (Incorporated by reference from Exhibit 10.8 to the Eastern Insurance Holdings. Inc. Registration
Statement No. 333-128913 on Form S-1)

Coinsurance Agreement, effective October 1, 2003, between Educators Mutual Life Insurance Company and
London Life Reinsurance Company (Incorporated by reference from Exhibit 10.10 to the Eastern Insurance
Holdings, Inc. Registration Statement No. 333-128913 on Form S8-1)

Agreement of Sale for IBSi (Incorporated by reference from Exhibit 10.26 to the Eastern Insurance Holdings,
Inc. Registration Statement No. 333-128913 on Form 5-1)

Officer Retention Agreement dated March 4, 2005, between M. Christine Gimber and Educators Mutual Life
Insurance Company (Incorporated by reference from Exhibit 10.27 to the Eastern Insurance Holdings, Inc.
Registration Statement No. 333-128913 on Form S-1)

Eastern Insurance Holdings, Inc. 2006 Stock Incentive Plan (Incorporated by reference from Exhibit 4.1 to
EIHI's Registration Statement on Form S-8 filed on April 2, 2007)

Loan Agreement, effective December 17, 2007, between Eastern Insurance Holdings, Inc. and Fulton Bank (filed
herewith as Exhibit 10.13)
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Exhibit
Number

Description

14.1

21.1

23.1
23.2
311

31.2

32.1

322

Eastern Insurance Holdings, Inc. Code of Conduct and Ethics (Incorporated by reference from Exhibit 14 to
EIHI's Current Report on Form 8-K filed on February 14, 2008.

Subsidiaries of Eastern Insurance Holdings, Inc. (Incorporated by reference from Exhibit 21 to the Eastern
Insurance Holdings, Inc. Registration Statement No. 333-128913 on Form S-1)

Consent of PricewaterhouseCoopers LLP, dated March 14, 2008 (filed herewith as Exhibit 23.1)
Consent of Beard Miller Company LLP, dated March 14, 2008 (filed herewith as Exhibit 23.2)

Centification of Chief Executive Officer in accordance with Section 302 of the Sarbanes-Oxley Act of 2002 (filed
herewith)

Certification of Chief Financial Officer in accordance with Section 302 of the Sarbanes-Oxley Act of 2002 (filed
herewith)

Certification of Chief Executive Qfficer in accordance with Section 906 of the Sarbanes-Oxley Act of 2002 (filed
herewith)

Certification of Chief Financial Officer in accordance with Section 906 of the Sarbanes-Oxley Act of 2002 (filed
herewith)
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
Eastern Insurance Holdings, Inc. and Subsidiaries
Lancaster, Pennsylvania

We have audited the consolidated financial statements of Eastern Insurance Holdings, Inc. and subsidiaries (formerly
Educators Mutual Life Insurance Company) (the Company) for the year ended December 31, 2005 and have issued our
report thereon dated March 24, 2006, such report is included elsewhere in the Form 10-K. We have also audited the 2005
consolidated financial statement schedules of the Company listed in Item 15. These consolidated financial statement
schedules are the responsibility of the Company’s management. Qur responsibility is to express an opinion based on our
audit. In our opinion, such consolidated financial statement schedules, when considered in relation to the basic consclidated
financial statements taken as a whole, present fairly, in all material respects, the information set forth herein.

/s/ Beard Miller Company LLP
Beard Miller Company LLP

Harrisburg, Pennsylvania
March 24, 2006
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]

Eastern Insurance Holdings, Inc. and Subsidiaries

Schedule [—Summary of Investments—Other than
Investments in Related Parties as of December 31, 2007

Column A Column B Column C  Column D
Market Balance
Type of Investment Cost Yalue Sheet

{Dollars in thousands)
Fixed maturities:

Bonds:
United States Government and government agencies and authorities ............. $ 20658 § 21,561 § 21,561
States, municipalities and political subdivisions . .................. ... ... 51,884 53,012 53,012
Public utilitles ... ... .. 4,788 4,830 4,830
Convertibles and bonds with warrants attached ............ ... . ... .. ......... 14,232 15,478 15,478
Allothercorporate bonds ......... .. . . i e 124,709 126,382 126,382

Total fixed maturities . ... ... ... ... ... 216,271 221,263 221,263

Equity securities:
Common stocks:

Industrial, miscellaneous and allother . ... ... ..ot .. 19,578 20,541 20,541
Total equity SECUMIHES . ... . vttt it tie e i ieaenenns 19,578 20,541 20,541
Other long-term INVESIMENS . . ... ... .ottt ie it riaaaanees 10,386 11,317 11,317
Total INVESIMENLS . ... ... ottt et $246,235 $253,121 $253,121

See accompanying report of independent registered public accounting firm,
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Eastern Insurance Holdings, Inc.

Schedule II—Condensed Financial Information Of Parent Company
Condensed Balance Sheets
December 31, 2007 and 2006
{In thousands, except share data)

2007 2006
ASSETS
Investment in common stock of subsidiaries (equity method) .. .......... ... ... ... L $154,345 $141,590
Cash and cash equivalents . .......... .. . i it 10,049 19,589
Intangible assets ... ... ... e et 6,372 8,110
Goodwill ........... ettt e e e e e e e e e e e ettt e e 7,992 5,140
Federal income taxes recoverable . ... ... i e et e 323 —
0T T £ 939 515
QLYo I T - OO $180,020 $174,944
LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities:
Accounts payable and accrued €Xpenses ......... .. i e $§ 254 & 207
Deferred tax Liability, net . ... ... i e 1,373 110
Federal income taxes payable . . .. ... ... e — 97
Due to subsidiaries, Net ... .. .. ... . e e e 362 786
‘ Total HabilIties ... v ettt it e i e e e e e 2,189 1,200
Equity:
‘ Series A preferred stock, par value $0; authorized shares—5,000,000; no shares issued and
OULSLANAINE . . . e — —
Common stock, par value $0, authorized shares—20,000,000; issued—11,597,723 and
‘ 11,351,048, respectively; outstanding—10,580,858 and 11,351,048, respectively ........... — —
| Unearned ESOP cOMPeNsation . .. . ...oo.u ittt it et it eee e e (6,354) (7,101)
Additional paid-incapital ... ... ... e s 110,166 108,502
‘ Treasury stock, at cost (1,106,865 shares) . ........ . oiiir i (15,589) _
‘ Accumulated other comprehensive income:
| Unrealized gains in investments, netof taxes .. ... ... .. . it 2,714 2,437
Unrecognized benefit plan gains, netoftaxes . ......... ... ... . ... i, 531 423
Retained BEarnings . . ... oot i e e e 86,363 69,483
Total stockholders’ equity . ....... ... ittt i e 177,831 173,744
Total liabilities and stockholders” eqUILY ... v vttt i e e e $180,020 $174,944

See accompanying report of independent registered public accounting firm.

104




Eastern Insurance Holdings, Inc.

Schedule 1I—Condensed Financial Information Of Parent Company
Condensed Statement of Earnings
For the Year Ended December 31, 2007 and the Period from June 17, 2006 to December 31, 2006
(In thousands)

2007 2006
Revenue
Investment income, net Of @XPENSES . . . .. ... ... ...ttt $1,320 8 720
Net realized investment gains . .. ... .. . it eet ittt s 233 —
Tl PV EIMUE . .ottt ittt it e e e e 1,553 720
Expenses:
L 0T {1 A N 4,898 1,412
Amortization of intangibles . . ... L e 1,738 1,088
Total eXPenses .. ... it e e EEEEE T PRRRII 6,636 2,500
Loss before inCome taX eXPense . .. ...ttt s et inar e (5,083 (1,780}
Income tax (benefit) EXPeNSe . . . ..ottt e e (2,016) 227
Loss before equity in income of subsidiaries ... ... .. ..ot tininii i it e 3,067y (2,007
Equity in income of sUbsidiaries ... ... ... e e 21,750 10,285
o F 3 1T 1 T $18,683 $ 8,278

See accompanying report of independent registered public accounting firm.
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Eastern Insurance Holdings, Inc.

Schedule II—Condensed Financial Information Of Parent Company
Condensed Statements of Cash Flows
For the Years ended December 31, 2007 and 2006
(In thousands)

Cash flows from operating activities:

NeLINCOME . . . oot e e e e e

Adjustments to reconcile net income to net cash used in operating activities:
Equity in undistributed income of subsidiaries ............ ... ... .. o i
Dividends from subsidiaries ....... ... .. . e
S1ock COMPENSALION .. ... o i e e
Intangible asset amOrtiZation . .. ... ... it e
Deferred income tax provision ... ... .. i e e
Other e

Net cash used in operating activities .. ........ it rninr e eennnar e .

Cash flows from investing activities:
Acquisition of EHC ...... ... .... e e e e e e
Capital contributions to subsidiaries ... ... ... . .. i
Dividend from ELH ............ e et e e e e e e
L 11T N

Net cash provided by (used in) investing activities . ............. ... .. ... .......

Cash flows from financing activities:
Proceeds from initial public offering, netof expenses ............ ... ... . ... L.
Repurchase of common stock ....... .. .. e
Shareholder dividends . . .. ... . L e i

Net cash (used in) provided by financing activities . . . ............ ... ... ... .....

Net (decrease) increase in cash and cashequivalents . ......... .. ... ... ........
Cash and cash equivalents at beginning of period . ... ... ... i

Cash and cash equivalents atend of period . . ........ ... .. ... .

Cash (received) paid during the year for:
N ¢
IO BaXES . ..t e e

See accompanying report of independent registered public accounting firm.
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2007 2006

$18,683 § 8278

(21,750)  (10,285)
10,000 —
2,410 525
1,738 1,088
(1,076) 130
(1,748)  (1,731)

8,257 (1,995)

—  (38496)

—  (4,130)

— 2,100

— (12)

—  {40,538)

— 6,122
(15,589) —
(2,208) —

(17,797) 62,122

(9.540) 19,589
19,589 —

$ 10,049 §$ 19,589

$ — 8§ —
$ (129 8 —




Eastern Insurance Holdings, Inc. and Subsidiaries

Schedule III—Supplementary Schedule Information

(In thousands)

Column A Column B Column C Column D Column E Column F
Future Policy
Deferred Benefits, Other Policy
Policy Losses, Claims, Claims and
Acquisition and Loss Unearned Benefits Premium
Costs Expenses Premiums Payable Revenue
December 31, 2007
Workers' compensation inSurance .................... $1,924 $ 46,485 $24.707 $— $ 56,319
Group benefits insurance . . .......... oo, — 35,282 83 — 35,863
Specialty reinsurance . ........ .. i 2,196 24,937 7,320 — 14,452
Segregated portfolio cell reinsurance .................. 2,137 23,084 7,716 — 22,861
Corporateandother . ..........coiiinniiiiiinns. — — — — —
Total .. e $6,257 $129,788 $39.826 — $129,495
December 31, 2006
Workers' compensation insurance . ................... $1,232 $ 44,958 $21,336 $— $ 24,148
Group benefits insurance . . .........cooieeni — 37,584 80 — 33,451
Specialty reinsurance . . ..., ... e e e 1,773 23,879 6,854 — 5,514
Segregated portfolio cell reinsurance ................,. 1,496 15,801 6,330 — 11,806
Corporateandother . . ......... ... ... ... ... . ..., — 245 — —_ —
Total ... $4,501 $126,467 $34,600 $— $ 74919
December 31, 2005
Group benefits insurance .. ............... ., $ — $ 43,880 $ 95 $— $ 38,702
Corporateand other .. .......... ..o ., — 256 — — —
Total e $ — $ 44,136 5 95 b $ 338,702
Column G Column H Column I ColumnJ  Column K
Benefits,
Net Claims, Losses Other
Investment  and Settlement  Amortization Operating Premiums
Income Expenses of DPAC Expenses ‘Written
December 31, 2007
Workers’ compensation insurance .................... $ 4,758 £25.614 $1,754 $ 9041 $ 58,489
Group benefits insurance ..............coiiiiininn.. 3,238 23,253 — 10,629 35,864
Specialty reinsurance .. ......... .. i 1,559 13,050 2,311 2,268 14,069
Segregated portfolio cell reinsurance . ................. 1,284 11,671 1,968 5,428 23,467
Corporateandother .. .............................. 1.589 — — 7,196 —
Total . e $12,428 $73,588 $6,033 $34,562 $131,889
December 31, 2006
Workers’ compensation insurance .................... $ 2,225 $15,162 § 707 $ 2977 § 22,101
Group benefits insurance . ............. ..., 3,669 20,600 — 11,408 33,428
Specialty reinsurance . .......... ... . ... 1,032 6,292 1,266 (66) 5,775
Segregated portfolio cell reinsurance .................. 588 5,892 830 2,022 6,225
Comporate andother . .. ........c. ittt 1,478 33 — 3,575 —
Total ... . . $ 8,992 $47.913 $2.803 $19916 $ 67,529
December 31, 2005
Group benefits insurance . .......................... $ 3,546 $27.132 5 — $12,399 $ 38,700
Corporate andother . . ......... ... i, 269 42) _— 2,727 —
Total . $ 3,815 $27,090 $ — $15,126 % 38,700

See accompanying report of independent registered public accounting firm,
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Eastern Insurance Holdings, Inc. and Subsidiaries

Schedule IV—Reinsurance
For the years ended December 31, 2007, 2006 and 2005

(In thousands)
Column A Column B Column C Column D Column E Column F
Percentage
Ceded to Assumed of Amount
Gross QOther from Qther Assumed to
Amount Companies Companies Net Amount Net
Premiums Earned
For the year ended December 31, 2007
Lifeinsurance inforce ... ..o, $1,782.647 387476 $ —  $1,605,171 0.0%
Premiums:
Lifeinsurance .........oovtirniiiininrannnnnnn $ 6014 $ 289 § — § 5725 0.0%
Accident and healthinsurance ................... $ 32502 $234 $ — % 30,138 0.0%
Property and liability insurance .................. $ 61,242 $10,500 $ 42890 $ 93,632 42.7%
For the year ended December 31, 2006
Lifeinsurance inforce ...t $1,676,34% $76,194 $ —  $1,600,155 0.0%
Premiums:
Life inSUrance . .....ouurne e $ 5852 $ 248 % — $ 5604 0.0%
Accident and health insurance ................... $ 30076 %2230 $ — $ 27,846 0.0%
Property and liability insurance .................. $ 22442 $4223 % 23250 $ 41,469 46.4%
For the year ended December 31, 2005
Life insurance inforce ........ ..o viiiiriinennnn $1,800,055 §$76,172 § —  $1,723,833 0.0%
Premiums:
Lifeinsurance ............. ... ... . .. ... .. .... $ 6342 § 277 % — § 6,065 0.0%
Accident and health insurance .. ................. $ 34654 §$ 2017 % — § 32,637 0.0%

See accompanying report of independent registered public accounting firm.
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Eastern Insurance Holdings, Inc.

Schedule VI—Supplemental Information
For the year ended December 31, 2007

Column A Column B Column C Column D ColumnE  ColumnF  Column G
Deferred Reserve for
Policy Losses and Discount if Net

Acquisition  Less Adj.  any Deducted: Unesrned Net Earned Investment

Affiliation with Registrant Costs Expenses in Column C  Premiums  Premiums Income

. {Dollars in thousands)
Consolidated property-casualty entities:
Year ended December 31,2007 .............. $6,257 $94,506 $3,474 $39,743 393,632 $7,601
Year ended December 31,2006 .............. $4,501 588,637 $3,308 $34,520 541,468 $3,845
Column H
Losses and LAE
Incurred Column 1 Column J Column K
Paid
Laosses and

Current Prior Amortization Adjustment Net Written

Period Year of DPAC Expenses Premiums
(Daollars in thousands) '
Consolidated property-casualty entities:
Year ended December 31,2007 .............. ... ... ...... $55,562 $(5,228) 36,033 $44.,840 $96,025
Year ended December 31,2006 ................. ..., $30,079 §(2,733) 32,541 $19,063 $34,101

See accompanying report of independent registered public accounting firm.
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Directors:
Robert M. NicAlaine

Chairman
Director since June 2006

Lawrence W. Bitner
President, AmWINS Program Underwriters, Inc.
Director since June 2006

Paul R. Burke

Co-founder and Principal, Northaven Management, Inc.

Director since Jurie 2006

Ronald L. King

Chairman Emeritus of Specialty Products
& Insulation Co. and Business Consultant
Director since June 2006

Scott C. Penwell
Shareholder, Stevens & Lee, PC
Director since June 2006

John O. Shirk
Partner, Barley Snyder, Senft & Cohen, LLC
Director since June 2006

W. Lloyd Snyder lil

Managing Director, Snyder & Company; Chairman,
Huff Paper Co.

Director since June 2004

Richard Stevens |
Owner, rs3associates
Director since June 2006

Charles H. Vetterlein, Jr.
President, Hilb, Rogal & Hobbs, Philadelphia office
Director since June 2006

James L. Zech

Partner, Northaven Management, Inc.; Co-founder and
President, High Ridge Capital, LLC

Director since June 2006

Management:

Bruce M. Eckert
Chief Executive Officer

Michael L. Boguski
President and Chief Operating Officer

Kevin M. Shook

Treasurer and Chief Financial Officer

Corporate Headquarters:

Eastern Alliance Insurance Building

25 Race Avenue
Lancaster, Pennsylvania 17603

(717) 396-7095

Transfer Agent and Registrar:

Inquiries related to shareholder records, stock transfers,
changes of ownership, lost stock certificates, changes of
address and dividend payment should be directed to:

American Stock Transfer & Trust Company

(800) 937-5449 RN L

Independent Auditors: N
tor Lo,

PricewaterhouseCoopers LLP N .{v. (, > ol

Philadelphia, Pennsylvania

Outside Legal Counsel: T

S
Stevens & Lee, P.C. . S .
King of Prussia, Pennsylvania S :

Annual Meeting:

The Annual Meeting of the Shareholders of Eastern
Insurance Holdings, Inc. will be held at the Company’s
headquarters at the Eastern Alliance Insurance Building,
25 Race Avenue, Lancaster, Pennsylvania on Tuesday,
May 13, 2008 at 4:30 p.m. Eastern time.

Common Stock

The Company's cormmon stock is listed on the NASDAQ
National Market under the symbol EIHI. The quarterly high
and low closing sales prices per share of the common stock
as reported by NASDAQ follow:

Stock Prices

Quarter Ended: Low High

March 31, 2007 $14.19 $14.99
June 30, 2007 $14.51 $16.01
September 30, 2007 $13.78 $16.00
December 31, 2007 $15.15 $17.66
Period from June 19-30, 2006 $11.41 $12.80
September 30, 2006 $12.70 $14.95
December 31, 2006 $14.01 $15.02

Investor Relations:
Kevin M. Shoak

Treasurer and Chief Financial Officer

Eastern Insurance Holdings, Inc.

25 Race Avenue
Lancaster, Pennsylvania 17603

Phone: (717) 735-1660
E-mail: kshook@eains.com

Corporate News and Reports

Carporate news releases, Annual Report, and
Forms 10-K and 10QC are available online at:

www.easterninsuranceholdings.com.
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